Ll ETORY

EXPORPOROLICY

HEARING

BEFORE THE

SUBCOMMITTEE ON INTERNATIONAL FINANCE

OF THE

COMMITTEE ON |
BANFING, HOUSING, AND URBAN AFFAIRS
UNITED STATES SENATE

NINETY-FIFTH CONGRESS
SECOND SESSION

PART 3

FOREIGN GOVERNMENT POLICIES AND
PROGRAMS TO SUPPORT EXPORTS

MARCH 9, 1978

) Printed for theuse of the
, memittee on Banking Housing, and Urban ,A.t'fairs

%E%

Loue ..nTl[E "O MELCE

LAW B H



EXPORT POLICY

HEARING

BEFORE THE

SUBCOMMITTEE ON INTERNATIONAL FINANCE

OF THE

COMMITTEE ON
BANKING, HOUSING, AND URBAN AFFAIRS
UNITED STATES SENATE

NINETY-FIFTH CONGRESS
SECOND SESSION

PART 3

FOREIGN GOVERNMENT POLICIES AND
PROGRAMS TO SUPPORT EXPORTS

MARCH 9, 1978 -

Printed for the use of the
Committee on Banking, Housing, and Urban Affairs

&

U.S. GOVERNMENT PRINTING OFFICE
27-039 O WASHINGTON : 1978



COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS

WILLIAM PROXMIRE, Wisconsin, Chairman
JOHN SPARKMAN, Alabama EDWARD W. BROOKE, Massachusetts
HARRISON A. WILLIAMY, JR., New Jersey JOHN TOWER, Texas
THOMAS J. MCINTYRE, New Hampshire JAKE GARN, Utah

ALAN CRANSTON, California H. JOHN HEINZ III, Pennsylvania
ADLAI E. STEVENSON, Illinois RICHARD G. LUGAR, Indiana
ROBERT MORGAN, North Carolina HARRISON SCHMITT, New Mexico

DONALD W. RIEGLE, Jr., Michigan
PAUL S. SARBANES, Maryland

KENNETH A, MCLEAN, Staff Director
JEREMIAE S. BUCKLEY, Minority Staff Director

SUBCOMMITTEE ON INTERNATIONAL FINANCE

ADLAI E. STEVENSON, Illinois, Chairman

HARRISON A. WILLIAMSY, JR., New Jersey H. JOHN HEINZ III, Penunsylvania
ALAN CRANSTON, California JAKE GARN, Utah

DONALD W. RIEGLE, J&., Michigan HARRISON SCHMITT, New Mexico

ROBERT W. RUSSELL, Counsel
BARRY F. JOHENSON, Minority Professional Staff Member

(1I)



CONTENTS

THURSDAY, MARCH 9, 1978

Opening statement of Senator Stevenson-.______________________
Opening statement of Senator Heinz__. ________ . ____ . _______

List oF WITNESSES

Frank A. Weil, Assistant Secretary for Industry and Trade ; accompanied
by Jon Menes, Vincent Travaglini, and Andrew Stoler, Department of
CoOmMmeree .

John L. Moore, Jr., president and chairman, Export-Import Bank of the
United States. __ .

Robert D. Hormats, Senior Deputy Assistant Secretary for Economic and
Business Affairs, Department of State______________________________

E. J. Frank, vice president, Parker/Hunter, Inc., Pittsburgh, Pa________

Richard M. Hammer, Special Committee on U.S. Exports, and member
of firm of Price Waterhouse, New York_ .. _________________________

Thomas A. Hammer, assistant director for national affairs, American
Farm Bureau, Washington, D.C___________________________________

Peter F. MecCloskey, president, Electronic Industries Association, Wash-
ington, D.C., accompanied by Peter R. Levin, chairman of the Inter-
national Business Council, ETA____________ ..

ADDITIONAL STATEMENTS AND DATA SuPPLIED FOR THE RECORD

Allied Chemical, letter to Senator Stevenson from George M. Swartzwelder.
Bedell Associates, letter to Senator Stevenson from Donald W. Bedell . ___
“Policy and Budget Options for International Economic Recovery”,
paper written by Dr. Lawrence G. Franko, former Deputy Assistant
girector. for International Affairs of the U.S. Congressional Budget
i Ce e

CuARTS AND TABLES

Comparative capital service requirements:
xhibit I .. S
Exhibit 11 .
Description of nontax incentives for exports._.______ . ______________
Description of tax incentives for exports. .. ____________________
Effect of DISC on profits of a U.8. exporter__ _______ .. _________.
Eﬁ’e:lzt of Ireland’s export tax exemption on profit and price of an export
sale_ e
Effect of tax rules on profit and price of an export sale made through a

subsidiary in a low-tax country:

Belgium_._ - ____________ e e e e

D
Export growth of the U.8. electronic industries, 1969-77._____________
Export price reductions made possible by tax incentives_.______________
How DISC finances excess receivables_ _ - ______________________._____
Increase in after-tax profit on $10,000 sale attributable to export tax
incentive . e

22

40
86

102
244

251

290
293

294

256
257
139
136
209

208

203
204
205
206
207
278
131
277

131
282

281
250



FOREIGN GOVERNMENT POLICIES AND PROGRAMS
TO SUPPORT EXPORTS*

THURSDAY, MARCH 9, 1978

U.S. SENATE,
ComuriTTEE ON BaNKING, HoUsSING, AND URBAN AFFAIRS,
SUBCOMMITTEE ON INTERNATIONAL FINANCE,
Washington, D.C.

The subcommittee met at 9:30 a.m. in room 4232, Dirksen Senate
Office Building, Senator Adlai E. Stevenson, chairman of the sub-
committee, presiding.

Present : Senators Stevenson and Heinz.

OPENING STATEMENT OF SENATOR STEVENSON

Senator StevEnson. Today the Subcommittee on International
Finance continues oversight hearings on U.S. export policy.

On February 23d, the subcommittee heard testimony concerning
shifts in the composition of U.S. exports. Witnesses pointed to declin-
ing research and development expenditures and lagging investment
and productivity as threats to the competitiveness of U.S. exports
which cannot be remedied by a sinking dollar.

The implications to date are clear; notwithstanding a sinking dol-
lar, the United States will suffer at the hands of more efficient and
technologically advanced competition in the world, and even in its
national markets, unless there are some changes.

This morning we will hear testimony on the policies of foreign
countries to promote exports. World markets have become highly
competitive as nations have become more dependent on export earn-
ings to finance energy imports and maintain internal production and
employment goals. We hear of methods by foreign governments to
support exports and curb imports to the detriment of U.S. competi-
'.togs..Yet, I know of no comprehensive U.S. study of what the world
is doing.

We %nust know what the competition is and how to beat it. And I
hope American ingenuity is capable of suggesting something more
than subsidies, quotes, and tariffs.

Officials from the Commerce and State Departments, and Chairman
Moore of the Eximbank will help us explore this subject this morning.

Senator Heinz has an opening statement.

1This is part 3 of an eight-part series of hearings on U.S. export performance and
export policy. The hearings form part of a subcommittee study which will serve as a basis
for recommending action needed to insure the competitiveness of U.S. agriculture and
industry in world markets,

(1)



2

OPENING STATEMENT OF SENATOR HEINZ

Senator Hernz. Mr. Chairman, the subject we address today, the
policies and programs offered by other major trading nations to sup-
port their exports, is vitally important to our economic well-being,
especially in light of our substantial trade deficit. We must obtain a
more thorough understanding of our competition if we are to be
successful in implementing appropriate measures to improve our
export performance and maintain the future competiveness of U.S.
exports in the world markets.

At present, there appears to be a general consensus that our major
trading competitors offer greater assistance and better incentives to
their exporters than we do to our own. A primary reason given for
this situation is that exports are more important economically to
these nations because they constitute a much larger percentage of
their GNP’s—between 15 to 30 percent—than of ours—approximately
8 percent.

As a result, statistics show that our competitors have spent sig-
nificantly more money on export promotion—up to eight times as
much—and have supported a substantially larger percentage of their
exports with official credit—up to four times as much—than we have
done in the past.

Furthermore, export financial assistance offered by our competitors
goes far beyond what we offer. Mixed credits, foreign content financ-
ing, inflation and exchange rate fluctuation insurance, and large credit
lines, available for extended periods, are all financing mechanisms
offered by one or more of our trading competitors for which we have
no counterparts.

Tax incentives are another area in which we do not appear to be
competitive. A study conducted by the Special Committee for U.S.
Exports reveals that other nations’ tax practices significantly improve
the price competitiveness and profitability of their exports. Our major
tax incentive, the DISC program, did not compare favorably.

We have attempted in bilateral and multilateral trade negotiations
to reach agreements to reduce or standardize export support pro-
grams, but these attempts have met with limited success.

Though we should continue our efforts in this area, we must also
reassess our export programs and policies in light of the competition
and consider appropriate changes to meet this competition.

Therefore, I hope our witnesses today will give us a better under-
standing of the export programs and policies of our competitors and
. of possible new programs and policies which we may implement to
meet the challenge and improve our export performance and competi-
tiveness.

Senator Stevenson. Well, it looks like we may have to appropriate
your tape recorder.

Mr. WeiL. All right, Mr. Chairman, but it’s Japanese-made.

Senator Stevenson. Well, we’re going to have an American
reporter after all. }

Senator SteveEnson. Let me suggest to all of the witnesses this
morning that if at all possible they summarize their statements in
order to save some time, and if so, the full statements will be entered
in the record. Please proceed, Mr. Weil.
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STATEMENT OF FRANK A, WEIL, ASSISTANT SECRETARY FOR IN-
DUSTRY AND TRADE; ACCOMPANIED BY JON MENES, VINCENT
TRAVAGLINI, AND ANDREW STOLAR, DEPARTMENT OF
COMMERCE

Mr. WeiL. Mr. Chairman, I'm glad to be back today. The line
between the testimony that I gave on February 23d and the subject
today is rather indistinct. I hope that I will not repeat anything cov-
ered last time. :

I will simply go lightly over the highlights of this 81-page state-
ment rather than read it into the record, and I appreciate your taking
it for the record.

I would like to get as quickly as possible to your questions.

To begin, I want to make an observation which has to do with data.
I would have liked—and I know you would have liked—to have been
here today with charts, tables, and very precise information. But let
me say at the outset that having pressed hard for such information,
I can say that it really is essentially impossible because we are talking
about noncomparables. We have been able to evaluate the situation
and are able to give judgments, but what is done in one country differs
from others, and there is no precise pattern by which one can measure
quantitatively what is done in the various countries around the world.
One can only gather together generalized information and comment,
which we have done.

Senator Stevexson. You're talking about export supports?

Mr. Wem. Yes. Comparing the export environment in different
countries is very difficult to quantify. I would like to think that we
could. There have been many studies made. We continue to update
some of the historical studies, but to give it to you in precise, quanti-
tative comparable terms is something that I don’t think would be
feasible. Still, we can draw some conclusions. '

To begin, I think it’s important to recognize that whatever we do
and whatever other countries have done in the past with respect to
export promotion and development is something which has an effect
only in the longer run, and only if whatever is done is sustained. I
think it is quite clear, and I think I commented the last time I testi-
fied, that one of the fundamental reasons why some of our competitors
in the world are exporting more effectively than we are is that exports
have been more important to them for a long time. For such varied
reasons as insufficient raw materials and/or small domestic markets
these countries have turned to exports to support their economies.
They have created very positive export environments in their coun-
tries and have maintained those environments over a longer term. We
have only fairly recently come into a situation where imports have
been that important to us, thus necessitating exports. Consequently,
the environment that this country has created for exporters has been
different. I think that that is the thrust of your hearings here.

As a consequence of that, and the fact that we have this large
market in the United States which is satisfying most American firms,
there is a fairly weak orientation on the part of most of our busi-
nesses toward exports. The converse is true in other parts of the
world where, as I think I testified earlier, there’s great need on the
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-part of businesses in foreign countries to immediately look to foreign
markets. There is a strong export orientation. However, governments
can only help facilitate, create an environment, positive or negative.
They cannot create that orientation. So that one of the things we
have to try to do is create an environment in which that orientation
will develop.

Let me talk briefly, Mr. Chairinan, about the policies that are
followed by foreign governments. It has been suggested that broad
monetary and fiscal policies of competitor nations are significant in
their export relationship to us. I think that that is probably an exag-
geration. There is probably less relationship between what foreign
countries do in terms of their own internal fiscal and monetary poli-
cies and their export environment. It would appear that the effect of
those policies on their export performance is a good deal less than the
other things they do to create an export environment.

On the other hand, we have found that what they do in terms of
targeting of export industries, such as the targeting of regional assist-
ance to certain types of industries, can be very important to their
export performance. There is considerable evidence in Japan, for
example, that the cooperation between the Government and industry
in targeting opportunities and in developing abilities to meet those
opportunities has been very important.

Another subject which I know has been of interest to your commit-
tee is the performance of the United States in terms of research and
development. This is a long-term problem. There is still considerable
research and development expenditure in this country, although there
is some evidence that we have slipped in relation to the rest of the
world, in particular, that the share of our GNP that goes to research
and development has shrunk over the last decade from 3 percent to
just a little over 2 percent. I don’t think we should be as concerned
about the fact that our competitors’ research and development are
growing as much as we should be concerned that ours is not keeping
pace. We must also remember that research and development in other
parts of the world can be of benefit to this country as well.

There has also been concern that our foreign competitors have made
more exemptions from certain types of environmental or antitrust
regulations to assist their export industries. We have found on exami-
nation that the exemptions are probably less relevent to the assistance
of the export industries than the fact that the general climate in
those countries with respect to antitrust law is different to begin with.

Let me move on quickly to the financial incentives that are offered.
They are as varied as human ingenuity would suggest. There are
unquestionably more financial incentives through tax systems and
loan arrangements in foreign countries than in this country. It’s very
difficult for us to evaluate which of the types of incentives that are
used abroad would be of value here because, as I indicated at the
outset, the appropriateness of any given kind of set of incentives is
a function of the cultural and economic history of that given country.
I think that we have to be careful not to look at one kind of incentive
in one country and immediately assume that it would work here.

There is concern that the use of the value added tax—VAT—which
is remitted at the border of many Western European countries creates
an opportunity for foreign exporters that is disadvantageous to ours.



5

There is no question that the European preference for indirect taxes
shifts some of the tax burden away from the foreigner to the domestic
consumer in those countries, but there is some question as to the degree
of advantage that gives to foreign exporters. We, of course, remit our
local sales taxes, which is a comparable thing, so the total advantage
to the foreign buyer is unclear. It’s very difficult to measure that.

In terms of supplemental nontax incentives involving export financ-
ing, such as mixed credits and local cost financing, therg is again
considerable evidence that there is more support available in foreign
countries. Beyond export financing, about which Chairman Moore
will testify, the United States offers little to exporters in the form of
supplemental official support.

In the MTN it is our hope that we can get more coneurrence on the
control of tax incentives and subsidies for exports. Our position at
the MTN is that the coverage of prohibitions on export subsidies
should be expanded to include LD(C’s and exports of agricultural and
primary products. We also need new controls over the use of domestic
subsidies which have significant trade-distorting effects.

Quickly jumping ahead to our export promotion support, we do
have a few numbers here. I'd like to qualify them by saying that
numbers are very dangerous because the way in which the numbers
are assembled in these countries vary. But in relative terms the
United States spends only about $340 per million dollars of manu-
factured exports against around $600 for Japan. Italy spends $1,400;
and England spends $2,500. Germany spends less according to these
calculations—about $140—but there is some evidence that there are
other means by which Germany supports its exporters.

In terms of the budget of the central government, the United States
spends less than one one-hundredth of 1 percent of its budget on
export promotion, while other trading nations average about six
times as much, or six one-hundredths of 1 percent of the annual
governmental budget.

I think part of the problem is the efficiency with which we use our
resources. My personal feeling at this point is not that we need a
great deal more resources, but that we need to use what we have
more effectively. Our resources are scattered, but we are working
hard at the moment on trying to get better cooperation among the’
State Department, Department of Commerce, the Treasury, and the
other agencies such as the Eximbank. In the last 6 months my obser-
vation is there has been an improvement in the cooperation, and the
prospects look promising.

What are we doing In the Department of Commerce to address
this? Well, we are trying to shift some of our emphasis from our.
programs abroad to providing more opportunities at home for our
exports. What exporters need in this country are customers. We need
to facilitate getting our exporters into the right frame of mind, into
an environment where it is advantageous for them to export, and
then direct them to their customers.

We find that a lot of businessmen have looked for help, but they
sometimes end up like a hunting dog rooting around and coming up
with an old bone. We’ve got to be more effective. This is an objective
that is on the top of my list. It is not easy to do, because we have in
place programs that have been functioning for a number of years.
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People’s habits get engrained, but I think that, over a period of time
we can have a more effective export development program.

We are working hard at getting better communication between the
commercial missions overseas, our field offices in this country, and
here in Washington.

This is only an overview, probably much too cursory to be of any
great value, gut the details substantiating these remarks are in my
testimony.

Senator StevensoN. Your full statement will be placed in the rec-
ord, Mr. Weil. Thank you.

[Complete statement follows :]

STATEMENT OF FRANK A. WEIL, ASSISTANT SECRETARY OF COMMERCE FOR
INDUSTRY AND TRADE

Mr. Chairman, I am pleased to appear before this Subcommittee again.
Today’s session gives me the opportunity to build upon the statements I made
on February 23, when I focused on U.S. export performance. Today I would
like to shift emphasis from the general U.S. export situation to a discussion
of the export promotion and support activities in the other major trading
nations and how these activities differ from our own approach. To this end,
I plan to: provide an overview of the exporting environment in the major
trading nations; discuss the role of general economic policies in encouraging
exports; consider some of the more important financial incentives that coun-
tries make available for exporting purposes; and compare export promotion
activities in other countries with those of the United States.

Finally, I would like to conclude my testimony by discussing our plans for
the future of U.S. export promotion activities.

THE ENVIRONMENT FOR EXPORTING

The subject of today’s hearings—government programs in support of exports
—should not be viewed from a short-run perspective. For most countries, the
export incentives and promotion programs which existed in the early 1970’s
continue today with relatively few changes, yet our trade has gone from a
record surplus of $11.0 billion in 1975 to a record deficit of $26.7 billion last
year, on a Census basis. As I and others have testified, the business cycle
and oil imports are the major reasons for this change.

I raise this point because it is critical to dealing logically and effectively
with our export promotion programs and incentives. We must view all such
programs and incentives, both in the United States and foreign countries,
not as instruments for dealing with short-run problems, but as mechanisms
for insuring that long-term trade performance is optimal. The current deficit
certainly gives emphasis to the need to address more forcefully the issue of
encouraging U.S. exporters. However, the problems would still be there even
if the current large deficit had never materialized. Thus, we must be pre-
pared to act on a long-term and sustained basis if a real and lasting
improvement is to be achieved.

To begin, let us look at the export environment in other major trading
nations. The first and foremost point to be made is that exports are more
important to the economic well-being of other nations than to the United
States. Exports are roughly 6 percent of U.S. gross national product, while
the average is about 19 percent—some three times as high—for the other
six major trading nations (Germany, Japan, France, Italy, the United King-
dom, and Canada). Lacking either large domestic markets or abundant sup-
plies of raw materials, other major nations long ago turned to exporting for
economic growth and well-being. It is not inaccurate to state that their pros-
perity, and perhaps even their economic survival, depends upon their ability
to export.

Export expansion is one of the top national priorities for the other major
nations. They have geared their national policies and institutions to the needs
of exporting. Their fiscal, monetary, industrial, and other policies are formu-
lated in full recognition of their impact on the prospects for export growth.
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Their government policies are usually developed to aid exporting and seldom,
if ever, are permitted to retard export growth.

The Subcommittee has expressed a special interest in West Germany and
Japan. These nations, together with the United States, are the world’s leading
trading nations—especially in the area of manufactured goods. Germany and
Japan are not only major competitors of the United States in the world
market place, they are—after Canada—our major trading partners.

In 1977 the U.S. had a record trade deficit while Japan recorded its largest
and Germany its second-largest trade surplus in history. Casual observation
might suggest that Japan and Germany have been successful in stimulating
their exports, while the U.S. has failed. However, as we know, the main
reason for the U.S. deficit and the others’ surpluses is the business cycle. The
United States has had impressive success in recovering from the recent
recession which has given a strong boost to the exports of our trading part-
ners, especially Japan. In contrast, recovery in Japan and Burope has lagged
badly which has held down U.S. exports. However, there are clearly other
factors at work besides cyclical ones in explaining the export performance
of nations like Germany and Japan.

There does seem to be a special propensity toward exporting on the part
of nations like Japan and Germany. Japan especially must trade for a living.
The Japanese are an island nation with few resources, and their standard of
living is highly dependent upon the imports they are able to buy with the
foreign exchange earned from exports. The Germans, on the other hand, do
a great deal of travelling outside of their borders and have a large amount
of ‘“guest workers” from other nations who send their earnings home. To
pay these bills and to provide for imports, it has been estimated that more
than 15 percent of German gross national product must be exported.

Business firms in other major nations tend to be much more export-oriented
than U.8. firms. The export market is typically as important (in some cases
more important) to the business community as the domestic market. Also,
if their domestic markets stagnate, these firms will typically push their
export sales. To some extent, the current strong export performance of Japan
and Germany is due to their business firms’ ability to turn to foreign sales
when domestic markets become soft.

This strong commitment to exporting appears to be largely absent from
the American scene, especially among small- and medium-sized firms. The
explanation is simple and well-known. The United States is the world’s
largest single market. For most U.S. firms, the domestic market is all they
are interested in—the foreign market seems impenetrable and, in many cases,
exporting is considered more of a nuisance than an advantage. Understanding
this fact is basic to developing what we must do in this area.

The other major trading nations take advantage of the export awareness
of their business communities. They maintain extensive export promotion
programs and have instituted many types of financial incentives to export.
Even general macroeconomic and industrial policies are formulated with an
awareness of their significance for the exporting environment.

These policies undoubtedly help business firms in exporting, but—and I
want to emphasize this—these policies do not create the desire to export.
Governments can make it easier and more attractive for companies to export,
but the basic orientation to the export market must be already there.

GENERAL ECONOMIC POLICIES

At the broadest level, a government has available to it fiscal and monetary
policies. Overall, such policies are of too general an impact to be utilized to
promote exports. Nonetheless, such general economic policies do create condi-
tions—credit availability, inflation, etc.—which can affect exports. The rela-
tively moderate fiscal policies of Germany and Japan in 1975 and 1976, for
example, while not conducive to domestic growth have been beneficial to price
stability and in encouraging firms to look to overseas markets.

Industrial policy.—Industrial policy, on the other hand, is of greater direct
significance from an export perspective. Industrial policy programs, such as
regional development schemes, may be used to channel resources to industries
with export potential, to encourage product diversification with an eye
toward expanding exports, and to promote improvements in the quality and
design of such goods.
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The emphasis on industrial policy varies considerably among countries.
Japan, France and Italy, for example, regard industrial policy as a major
instrument for achieving clearly defined targets of industrial development.
In these countries the objectives are usually formulated within the frame-
work of economic and social development plans. On the other hand, countries
such as the United States, Denmark, Sweden, and to some extent Germany,
place emphasis on the development of a climate favorable to industrial
development, and usually do not resort to more selective industrial policies
in any systematic manner.

To illustrate the difference in these approaches, witness the recent action
of the Japanese beginning to dismantle significant parts of their steel and
shipbuilding industries in reaction to severe world overcapacity in these mar-
kets. Such an orderly contraction of export industries would be virtually
impossible in the U.S. and most other countries lacking more systematic
economic planning.

Ezport targeting.—Industrial policy also ties in with the export strategy
of “targeting” exports to capture market share in specific industries. The devel-
oping nations quite sensibly target their exporting efforts in areas where they
will have a comparative advantage. We have seen the situation in Asia where
Taiwan, Hong Kong, and South Korea have supplanted Japan as exporters
of textiles and footwear to the United States. In contrast, industrialized
nations seem to be targeting their export development toward “big ticket”
and high technology products, such as aireraft and computers.

The United States can look forward to increased competition in the export
market in high technology areas. The Europeans are continuing to try to
increase their share in the civil and military aviation markets, and the
Japanese are reportedly targeting their export development efforts in the
area of computers. I would like to point out to the Committee that aircraft
and computers represent over 10 percent of our exports of manufactures, and
over 20 percent of our exports of capital goods.

Industrial policy and export expansion are not, of course, synonymous. But
for many nations, particularly the smaller ones, programs to develop new
industries or to revitalize depressed regions must look to export sales to provide
sufficient markets. Thus, separating export programs and incentives from re-
gional and industrial development programs can be difficult if not impossible.

Research and development policy.—The Subcommittee has, I know, a particular
interest in foreign country activities in the technology area. For the past three
decades, the United States has carried out a dramatically large proportion of
the total research and development (R&D) undertaken by the world. There
are many ways to try to assess the quantity of resources going to R&D; many
are somewhat conflicting, as this is by nature an imprecise concept to attempt
to measure.

Nonetheless, in measures of both costs and in number of personnel involved,
the U.S. share of total R&D has been large indeed. Perhaps the most accurate
and comparable figures are for the United States and five other major indus-
trial countries—Germany, Japan, France, Canada, and the United Kingdom.
In 1976, it is estimated that U.S. R&D spending was still substantially greater
than the combined total expenditure of these other countries.

Although U.S. R&D is large in absolute comparison, our advantage has in
past years shown an unmistakable relative decline. It is impossible to be quan-
titatively precise—and I don’t think any single measure is necessary to show
that such a change has taken place. The simple fact is that many other indus-
trial countries have increased their R&D expenditures until they are now de-
voting roughly the same proportion of GNP to research as we have. For exam-
ple, ten years ago U.S. R&D spending amounted to nearly 3 percent of GNP
in 1976 the percent was 214 percent. In comparison, German R&D in the early
1960s was about 1.5 percent of German GNP; today their R&D percentage
roughly matches ours.

It is fundamentally important that our R&D efforts continue and expand.
The fact that other countries are also expanding their research efforts should
not by itself give us cause for alarm. New discoveries, products, and capa-
bilities abroad can make us all wealthier—sharing in these comparative ad-
vantages is, in fact, precisely the reason we engage in international trade.

What concerns me, however, is that we must continue the research effort—
and expand it—whether others are expanding or contracting their research.
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The improvement in our economic well-being depends heavily on new develop-
ment and new technology, and it is to our advantage to expand efforts in this
regard. My point in looking at foreing countries is that they have been very
adept at following our example; the rapid expansion of R&D efforts overseas
should be reinforcement for our renewed efforts.

Egemptions from General Policies.—The Subcommittee has expressed an
interest in the degree to which foreign governments have made special exemp-
tions in areas such as pollution and antitrust to promote exports. Cur analysis
of the situation indicates that while the issue of special exceptions has often
been raised, there has been almost no evidence to substantiate the charges. The
main impact on trade from environmental standards and antitrust laws seems
to be due to differences in overall national policies, rather than from special
exemptions to those policies.

In the area of pollution, since 1971 the United States and the other members
of the Organization for Economic Cooperation and Development (OECD) have
been actively studying the possible trade and investment effects of differing
environmental standards among member countries. To date, none of the many
studies conducted by the OECD in various industry sectors has shown any
significant trade or investment effects resulting from- differing environmental
standards in member countries, )

A recent study by Edward Denison for the Department of Commerce sug-
gests, however, that the relatively vigorous environmental standards in this
country are having an adverse effect on productivity levels. As I mentioned
in my previous testimony, a development like this could have a negative impact
on our export performance in the future. In the non-OECD countries, any
environmental effects on trade that may raise tend to stem from the fact that
these countries generally do not have environmental controls, and not from any
special exemptions.

The same holds true in the antitrust area since the United States deploys
the most stringent antitrust legislation in the trade area. In Japan, for exam-
ple, the large trading companies which dominate Japan’s international trade
are encouraged by the government and face no antitrust problems even when
they cooperate with each other. It is clear that U.S. companies of this size
would face difficult antitrust questions if they behaved in a similar manner.

FINANCIAL INCENTIVES

The governments of the other major trading nations have responded to the
trade awareness of their business communities by offering a wide array of
financial incentives for exporting. The types of incentives that can be created
seem to be limited only by human ingenuity. The U.S. program of incentives is
generally less versatile, and in some areas is considered not as competitive,
although it is very difficult to make comparisons on the relative effectiveness
of different types of incentives,

Each of the major trading nations has been shaped by a different set of
historical circumstances and events. The appropriate set of export incentives is
not going to be identical for each country, and in most cases, it is impossible
to say that a particular incentive is better than another. All we can generally
say is that a particular ifcentive may be best for a certain country, or that
certain countries are more aggressive in offering a variety of incentives.

I will not present here a full list of the types of financial incentives used in
different nations. The operation of the export incentive programs of the more
important trading nations has already been well documented. (An inventory
of the export incentives used by the major trading nations was made by the
U.S. Treasury in 1972. This inventory was subsequently updated by the Special
Committee for U.S. Exports and appears in the testimony given last November
to the Subcommittee on Trade of the House Ways and Means Committee. In
addition, the Congressional Research Service is currently doing a series of
studies of the export incentives and export promotion programs in the major
trading nations.) Instead, I want to focus my attention on some of the more
important and controversial financial incentives.

Taz incentives.—The anti-subsidy provision of the General Agreement on
Tariffs and Trade (GATT) allows the remission of indirect taxes on exports—
such as excise, turnover, and value added taxes. The provision prohibits the
remission of direct taxes or income taxes. Many of our trading partners, par-
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ticularly in the European Community, rely heavily on indirect taxes such as the
value added tax (VAT) to secure revenues. Therefore, their border tax adjust-
ments, which refund the VAT paid on exports, are not in violation of the anti-
subsidy provision of the GATT.

The VAT, including the border taxes and rebates, does not directly provide
an export incentive any more than not applying U.S. sales taxes to exports pro-
vides U.S. exporters with an incentive. It is possible, however, that the Euro-
pean preference for indirect taxes instead of direct taxes does shift more of the
tax burden onto the domestic consumer and away from the foreign purchasers.
On the other hand, most Buropean nations have much higher overall levels of
taxation than the United States.

Most of the other major trading nations use methods of taxing their ex-
porters which gives these firms advantages unavailable to U.S. firms. For exam-
ple, many nations tax income from foreign subsidiaries of their domestic firms
at very low rates. Exporting firms in such countries can establish sales sub-
sidiaries in low tax jurisdictions and avoid most of their home country tax
burden on export sales. Under the U.S. tax structure no such tax saving mecha-
nism is available. The worldwide income of U.S. companies is taxed at an
identical rate, subject only to a credit for any foreign income taxes paid.

This tax saving mechanism for foreign firms can place U.S. exporters at a
disadvantage in the profitability of export sales and in price competitiveness.
The effect of this was documented in a submission last November by the Special
Committee for U.S. Exports to the Subcommittee on Trade of the House Ways
and Means Committee. Senator Heinz referred to this document during my
testimony on February 23rd.

There has been some concern regarding Japan’s use of tax incentives to ex-
pand exports. However, Japan has recently altered its system of tax incentives.
Most of the past incentives have been suspended or modified, At present, the
Japanese are emphasizing tax deferral and special deductions, especially for
smaller and medium-sized exporters. For example, smaller Japanese exporters
are permitted a five-year partial tax deferral as a “reserve” against losses in
developing new overseas markets.

The developing nations continue to rely heavily on direct export subsidy pro-
grams as a means of stimulating exports, although they are becoming more
sophisticated in their approach to export incentives. These direct subsidies
usually take the form of pro-rated cash payments to firms for their export
sales, credits against corporate income taxes, or special rebates of indirect
taxes.

The major form of tax incentive which the United States has provided for
our exporters has been the Domestic International Sales Corporation (DISC).
The DISC provides for an indefinite deferral and not a remission on direct
income taxes on exports. For a number of reasons, including questions about
its effectiveness as an export incentive, the Administration has requested that
the DISC program be phased out over a three year period.

Other incentives—The most important form of non-tax export incentive is
export financial. Every trading nation has some institution similar to our
Export-Import Bank. Since President Moore of the Eximbank is testifying this
morning, I will defer to him for testimony regarding export financial activities.
I do wish to note, however, that business opinion has regarded the Eximbank as
not fully competitive with its foreign counterparts. However, in the past year
the Bank has become much more competitive, and I fully support President
Carter’s request for a significant expansion in the Bank’s lending authority.

Beyond export financing, the United States offers little to our exporters in
the form of supplemental official support. The other major trading nations have
a wide variety of nontax export incentives available. The most important of
these are mixed credits, local cost financing, and insurance coverage for infla-
tion and exchange rate fluctuations. Of course, not all of our competitors offer
all of these incentives, but France, Japan, and the United Kingdom have a
very wide variety of supplemental non-tax incentives available.

These export incentives are a topic in the negotiations currently being car-
ried out within OEC on revising the 1976 Consensus Understanding on Export
Credit. The United States is attempting to get the other OECD nations to agree
to a standardization of export credit practices and to fuller disclosure of spe-
cific credit transactions. It is in the interest of all countries to limit these kinds
of export incentives rather than to engage in their escalation.
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Multilateral trade negotiations.—The U.S. Government has become very con-
cerned over the growing use of tax incentives and subsidies for exports in
other nations. Under the GATT, most industrialized countries have agreed to
prohibit the use of subsidies to foster exports of industrial products. This
prohibition does not currently apply to developing countries or to exports of
agricultural and other primary products.

Our position at the Multilateral Trade Negotiations is that the coverage of
this prohibition on export subsidies should be expanded. Further, new controls
need to be established over the use of domestic subsidies which have significant
trade-distorting effects. This is particularly important because, as I noted ear-
lier, regional and industrial development programs frequently result at least
indirectly in subsidies to exports.

An interesting feature of many foreign export expansion programs is that
special incentives are often made available to medium- and smaller-sized firms.
Germany, Japan, Italy, and France all have export incentives aimed at the
smaller potential exporter. These nations, particularly Japan and France, have
expended considerable resources on promoting export awareness and providing
assistance to small firms with export potential.

Before turning to export promotion programs, I would like to reiterate my
belief that financial incentives for exports do have an effect in a floating ex-
change rate environment, It is sometimes argued that financial incentives will
be cancelled out by changes in the exchange rate and, therefore, incentives are
not really needed. The value of any currency reflects the total of all interna-
tional financial flows in that currency—not just trade flows. The exchange rate
does not move solely in response to changes in the value of exports. Exchange
rate fluctuations, moreover, are frequently unpredictable by firms. Financial
incentives, on the other hand, are seen as being a more enduring element and
can have a favorable impact on companies’ attitudes and on the level of ex-
ports. Incentives, for example, work to reduce the tendency of some U.S. firms
to favor domestic orders over foreign orders.

EXPORT PROMOTION

Export promotion or marketing assistance programs are one area where it is
possible to make international comparisons concerning the scope and emphasis
of different national programs. By any of various financial measures, the United
States does less in this area than most other trading nations. Also, the U.S.
program has been unique in its emphasis on overseas trade centers. The main
thrust of our program has been to stimulate foreign demand for U.S. exports
through the trade centers, various trade fairs, and other forms of overseas trade
promotion. .

Since this Subcommittee plans to hold later hearings on the detailed opera-
tions of our export promotion program, I will restrict myself to an overview of
the emphasis which different nations place on their marketing assistance pro-
grams.

Our major competitors give substantial promotional and marketing assistance
support to their export sectors. By the more recent data (fiseal year 1976), the
central governments of Japan, the United Kingdom, Italy, and France spend
more money each year to promote manufactured exports than does the United
States. The United States does spend more than Canada and, surprisingly,
Germany. The range of spending runs from $13 million for Canada to $108 million
for the United Kingdom, The United States allocated $238.5 million for its pro-
motional expenditures on manufactured exports.

The comparison among countries, however, is more meaningful in relative
terms, for the size of exports varies considerably from country to country. In
relative terms, the United States spends only about $340 in export promotion
for each million dollars of manufactured exports. Among the major trading
nations, only Germany spends less—about $140. Canada, France, and Japan all
spend around $600, while Italy spends $1,400 and the United Kingdom spends
$2,500. In terms of the budget of the central government, the United States
spends less than one hundredth of one percent of its budget on export promotion
while the other major trading nations average about six times as much (six
hundredths of one percent).

These figures are rough and certainly open to qualification. For example, the
relatively small promotional efforts of the German government are supplemented
by a large private sector program built around trade associations and overseas.
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aid from the government, German law requires that exporters join and finan-
cially support these groups.

The export promotional figure of $23.5 million for the United States was the
fiscal 1976 Department of Commerce budget appropriation for our promotional
activities aimed at manufactured exports. In addition, the Department of Agri-
culture has a promotional program for agricultural exports, and the State De-
partment has its commercial officers program.

Thus, it is possible to get a somewhat larger figure for the export promotion
programs of the United States and Germany. Even so, export promotion—espe-
cially for manufactures—still receives significanfly less emphasis from our gov-
ernment than fromforeign governments.

However, the important point is not so much the amount of resources used
for export promotion in different countries, but rather the effectiveness with
which those promotional resources are used. One only has to note that the
- nations. with the greatest apparent success in exporting are not necessarily the
ones devoting the most resources on a relative basis to export promotion, It is
my feeling that the greatest need in the U.S. export promtion program is not
more resources, but a more effective use of the resources we already have.

I would like to make a few concluding points before turning to a discussion of
our plans for the U.S. export promotion program. Our present record trade
deficit is in many ways a short-term phenomenon. When economic recovery picks
up overseas, our deficit will shrink. However, I am very concerned about our
longer-run trade position. In my speeches and testimony I have stressed the
importance of longer-term policy instruments such as energy conservation and
export expansion.

The publie is very concerned over the trade situation because of the enormous
deficit. I do not want anyone to think that my suggestions are simply to meet
a trade crisis, and when that crisis passes—and pass it will—that such things
as trade expansion and energy conservation are no longer important. Export
development, for which I have a direct responsibility, is vital to the long-run
health of our economy. .

THE NEW U.8. EXPORT DEVELOPMENT PROGRAM

I have spent many months studying our export promotion efforts, talking to
members of the business community, and considering the recommendations of
Congress. Based on all the information I have gathered, I have concluded that
a major shift in the focus of our export promotion activities is needed. First of
all, we should be putting much more emphasis on export stimulation at home.
We need to foster a stronger export consciousness among our manufacturers;
provide better and more specific export information; and provide more per-
sonalized service that will help firms overcome impediments, solve marketing
problems, develop effective export strategies, steer them into the best markets
for their products, and get them properly established in those markets. .

Secondly, we need to be more successful in reaching and helping greater num-
bers of small and medium sized firms., Many such firms in the United States are
capable of exporting, but are not doing so. Also, many others, while already
exporting, are not selling as much abroad as they could. These smaller firms
generally need more help in exporting than larger firms. They are less aware of
the potential of exporting and less confident about their ability to do it. They
are also less knowledgable about how to export and where to go for help. In
addition, because their resources are limited, they cannot afford to pay as much
for needed assistance as larger firms. We simply must do a more effective job
of reaching these types of firms; and to do this we will have to offer them the
kinds of services that are best suited to the needs and capabilities and which
they would be most able and willing to use. -

The third major area where I see a need for change is in the way we deliver
our services to our target audience. We are just going to have to be more re-
sponsive in our assistance cfforts. If a firm has an export problem or question,
it should know where and to whom to come for help, and we, in turn, must get
them good answers and solutions promptly. No firm needing our services should
go away frustrated or with the feeling they were no better off than before.

One solution here, I believe, is to improve coordination and communications
between the Department of Commerce in Washington and the District Offices
“and the overseas missions in the field. We must see to it that all three legs of
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the delivery system become full partners in our export development efforts.
Each should know fully the thinking, programs and capabilities of the other.
With Washington functioning as the nerve center, procedures can be stream-
lined and high-speed communications facilities utilized. There should be more
interchange among staff and functions and continuing stress placed on the im-
portance of providing personalized assistance to U.S. firms wherever they happen
to be—overseas, in the grass roots of America, or in Washington. Our people in
the field offices are in daily contact with your constituent companies. But they
and the businesses with which they work need better support and we are going
to provide it. The bottom line is that when a potential exporter calls the Depart-
ment of Commerce, he should be able to get the help he needs fast and from any
part of the organization that can help. He shouldn’t have to root around like
a hunting dog and then come up with an old bone.

With all these needs in mind, I have already begun to take steps to shift our
export promotion emphasis and to make the improvements in our services which
I feel are necessary. I plan to make more changes in the future. I am now con-
sidering a realignment of the Bureau of Export Development which will
strengthen the focus on domestic stimulation activities along the lines outlined
above. We are also considering a number of new program initiatives which will
further strengthen and improve the quality of our promotion services, again with
special emphasis on domestic export services. In addition, we are working with
the State Department to assure that overseas missions given high priority to
commercial services, and that the officers stationed abroad have solid back-
grounds and abilities in this area and are attuned to the needs of U.S. industry,
particularly smaller firms. We would be greatly aided in doing this if we are
capable: of developing an efficient and modern information exchange system.

Perhaps the best way of illustrating what we are trying to do is to conclude
with some examples. A few years ago, an official of the Commerce Department
went to interview a successful exporter in Minneapolis. This firm was a manu-
facturer of truck mirrors and had modest export sales to nations like Peru and
Australia. It turned out that these foreign sales were to places where the firms’s
owner had vacationed. The Commerce Department was unable to help this firm
to identify new export markets, because the information on where its truck
mirrors might be needed was not available. We are changing this situation. We
intend to be able to target individual firms to individual exporting opportunities.
We are going to go out to these firms—we are not going to wait for these firms
to come to us. :

We intend to be able to help firms solve their problems in exporting. The
U.S.-Japan Trade Facilitation Committee is a good example of what we are
doing. Recently an American exporter of food products had difficulty with the
Japanese tariff classification authorities. The U.S. exporter considered his prod-
uct to be a prepared vegetable which would carry a 16 percent tariff. The Japa-
nese authorities wished to classify the product as a confection with a 35 percent
tariff. The exporter came to us with his problem and through the Trade Facilita-
tion Committee the question was resolved in favor of the U.S. firm. This is the
kind of assistance we intend to make available to all our exporters.

As I said at the beginning of this testimony, exports have been more important
to the economic well-being of other nations than to the United States. We are
not as dependent as other major trading nations on exporting to maintain our
high standards of living. Our propensity to export is not as well developed.
Nevertheless, we are a strong exporting nation; we have a wider range of
product offerings ; and our products can compete effectively in foreign markets.

We must not allow ourselves to sit back contentedly on our laurels as one of
the largest exporting nations. Rather we must develop and enhance ways of
increasing our exports. We still have far to much unutilized export potential in
this country. I believe that this program I have just outlined will be an impor-
tant step in developing our export potential, expanding our exports, and making
the United States a still more competitive factor in world markets.

Senator STEVENsoN. I agree with what you said at the outset about
the need to change the environment of the United States. We have
never really felt the need to spend or rely on exports because we have
been able to prosper on our internal markets,

Could you—and I rcognize that the numbers can be misleading,
but how many jobs in the United States would you say are directly
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dependent on exports or, to put it differently, what percentage of all
jobs in the United States are dependent on exports? I have seen the
figure one out of six. Is that way off ¢ , ] .

Mr. WerL. The more accepted number at the moment is something
more like 1 out of 8 or 1 out of 10, but the more important fact, I
think, is that in net terms the figure is probably a wash. In other
words, imagine a situation in which the United - States neither
imported nor exported manufactured goods. The jobs that we would
lose by not exporting would be, in theory, made up by the jobs that
would be created by not importing.

The difficulty of course, is they would not be in the same areas, and
we have less ability in this country to restructure our industrial
capacity than other countries. Obviously, such a situation will not
exist, but to speak in terms of a net plus of jobs for exports alone is
probably a mistake because we have to look at it in the context of the
jobs that are being lost, if you will, to things manufactured abroad
and brought into this country.

However, it’s true that probably about 10 million jobs in this
country are directly related to things that are exported, and it’s true
that if we were exporting more there would be more jobs as a conse-
quence.

Senator STevENsON. Yesterday I began reading the latest version
of the Humphrey-Hawkins bill which is now being considered by the
House. Have you read that bill ¢

Mr. WerL. I have to say I have not. I'm generally familiar with it.

Senator Stevenson. Unfortunately, not many people including
many who support it and comment on it, have read it. It’s very
mstructive to read it. I haven’t finished reading it. It’s not the most
exciting bedside reading and it would give any grade school grammar
teacher nightmares.

So far, in my own reading of it, I haven’t come to the first word
about exports. How many jobs are related or not related to exports
is hard to say and regardless of your net theory, increases in U.S.
exports are bound to increase job opportunities in the United States
and, yet, there is not I believe one word in the Humphrey-Hawkins
bill about the importance of export policy to the United States.

It’s got a little at least of something for everybody except exports,
the export sector, export industries, export policy.

y—I won’t ask that question. I was going to say why haven’t
you read it. I agree with you about the environment. I mentioned this
as an example. You talked also about coordination between agencies.
Shouldn’t the Commerce Department be addressing itself to that
facet of Humphrey-Hawkins?

Mr. Wem. The Commerce Department, if one can say it this way—
the Commerce Department surely has read that bill. This part of the
Commerce Department hasn’t focused on it, but I assure you, in the
light of this little discourse, will. I think your observation is instruc-
tive, but I think it also highlights a point that I made on Febru-
ary 23, and didn’t want to repeat today, but maybe it bears repeating.
That point is that we have not had an export mentality because we
hz’we not been an importing nation until the last several years. I think
it’s only a question of time before we as a Nation develop a broad
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consensus consciousness of the need to provide an environment in
which exports are an important part of the economic process.

Exports comprise only about 6 percent of our GNP, as Senator
Heinz said. Yet with most of our industrial trading partners it’s more
like 20 percent. It is clear to me that we need a national export policy,
which 1s something that would encompass many things—one part of
it being a consciousness of the effect of everything we do upon
- exports, positive or negative. It would also include a series of steps
which would create a very positive environment to induce many more
American firms to look beyond our borders. That appears to be the
thrust of this consideration.

. Senator StevEnson. Well, that’s what we are here for, to help
develop, belatedly, that export policy. ° .

You used an interesting expression. You said other nations target
opportunity and we are observing this, though how it’s done is not
altogether clear. But I have the impression that the Japanese, for
example, face up to worldwide overcapacity in such industries as
steel and ship building and instead of reacting as we would normally
and instinctively to subsidize industries producing commodities for
which there is no market or an oversupply, they in government and
industry cooperatively identify new targets. That is to say markets
for which they then cooperatively develop the products, sometimes
shifting out of one industry and into another, and typically out of
the labor intensive industry into a high technology industry, with
the result that the United States which once suffered from competi-
tion in labor intensive industries and still does is now suffering from
more and more competition in high technology industries and, of
course, continues to support by one device or another industries which
are faced with an overcapacity in the world.

How, in our environment, our very different system, can we go
about cooperatively targeting opportunity, which I assume might
mean putting aside the adversarial relationship which typifies Gov-
ernment and industry in the United States to work cooperatively to
identify markets and to develop products for those markets? Maybe
it’s a new generation of aircraft. In the United States it seems to
happen accidentally. It’s related to national defense. There’s a spinoff
which produces air frames that become pre-eminent in the world—
with a slight caveat at the moment for the Airbus—or it’s space
technology which by accident spins off and produces digital watches
or what have you.

How do you think we could go about targeting opportunity syste-
matically, not by accident, and with a view toward not just producing
weapons that are preeminent but industrial products that are strong
in the world ¢

Mr. Wem. Well, I think your touching on the national defense
aspects is very wise because, I think to some extent there may have
been a form of deliberate industrial policy in that. I think that there
was probably a consciousness at the time some of those investments
were made.

But outside of that area you touched on a very difficult subject,
because I think it will require a substantial change in national atti-
tude to accomplish very much.
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Businessmen are very concerned about Government getting too
involved in planning their world, yet I find businessmen are among
the quickest to come crying to Government for help when they have
a problem, and I find this paradox difficult to deal with now as a
Government official, as I did in my earlier life as a businessman. I'm
puzzled at times as to why businessmen feel they could take that
inconsistent position. As long as that attitude persists I would judge
it will be difficult, especially when you add on top of that the size
and complexity of our economy compared to most of those countries
which do have an industrial policy. There’s a great risk, I think, that
concerns our businessmen, which is that if we had a planning sys-
tem—made it possible to devote Government funds other than in the
research area to get out ahead of the problems—then they would
lose their freedom. This a fundamental social-political problem. It
is really not a business problem. Airing the issue as we have been
doing today is one way to begin.

Senator Stevenson. I'm not suggesting planning. I don’t see why
planning is necessary. Let me be more specific. The Government
through its policies creates markets. It’s in as good a position as the
market is to anticipate markets sometimes. For example, the Congress
in this session and the administration will both be considering deregu-
lation of the aviation industry which is another example, incident-
ally, of the paradox of the kind you mentioned. Industry is always
against regulation until it’s my regulation. The airline industry for
the most part is very reluctant to give up its regulation, but I think
it’s coming. The Commerce Committee of the Senate has already
reported such legislation. .

If it comes, it could shape the aviation industry. It couid produce
a very different system. That system might evolve even without the
deregulation. It might mean more large hub airports to serve each
other and regional airports then, which would mean a much larger
market for commuter aviation. There hasn’t been a major product
improvement—that’s perhaps a little unfair—there certainly hasn’t
been a major technological innovation in the general aviation or com-
muter aviation field for many, many years. There may be a market
out there for it right now.

Why can’t we, with our resources such as NASA, help to develop
products for that market? That doesn’t require planning, does it?

Mr. WeiL. Well, it’s a form of planning. The word is an unhappy
one because it has connotations that make you a little nervous. But
when it means applying resources to a perceived future problem, that
in my view is Government planning. The Japanese foresaw the fact
that they would have to give ground to the textile industry a number
of years ago. They then planned to move into automobiles and tele-
vision sets and now are planning to move into computers. That 18
what I mean by industrial policy.

Senator Stevexson. Let me interrupt at that point, Mr., Weil. I
have been up here longer than you have, so please don’t use that word.
You’re creating unnecessary problems for yourself. If you will just
talk about targeting opportunity, which is the first expression you
mentioned, and helping business, you will get a lot farther with busi-
ness than by using that word planning, and I don’t think it’s really
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necessary. We are getting into a semantic problem here which creates
unnecessary political problems for us. .

Why can’t we join with business to help target those opportunities?
Maybe it’s in aviation, maybe it’s in the computer field, maybe it’s in
optical fibers, maybe it’s” something else—instead of what you're
targeting. You have in the Commerce Department the cooperative
technology—What’s Jordan

Mr. WeiL. Publicize technology—— .

Senator Stevenson. But he has a special program. What does 1t
target? It targets jewelry. Why are we targeting jewelry instead of
optical fibers?

Mr. WerL. I’'m sorry. I can’t answer that question. )

Senator Stevensox. Well, you're already trying to do it. You have
an experimental program in Commerce on the research and develop-
ment side.

Mr. WeiL. I’m generally familiar with it. .

Senator Stevenson. We're targeting three industries, one of which
is jewelry I’'m told; another of which is shoes, which according to
GAO really isn’t suffering from foreign competition; that’s not its
problem. Maybe we ought to be targeting shoes. I don’t know. It
wouldn’t offhand strike me as an industry with larger potentials for
exports throughout the world. And the third is the one that the
Japanese have seen the handwriting on the wall and are moving out
of ‘that you just mentioned, the textile industry. Granted, it needs
help with which to serve just domestic markets. Others when they
target opportunity will begin to move industry and people out of
such an industry faced with overcapacity throughout the world into
the production of new commodities for which the markets are just
emerging. )

Why can’t we do that? We are already. If that’s planning, then the
Commerce Department is already planping.

Mr. WemL. Well, I think that’s right, but without deflecting from
your point, I think that we have targeted certain areas, one of them
being the construction of nuclear power facilities around the world.
This, in fact, is a good example of some of the problems that we have
as an exporting nation. We have for a variety of reasons, serving a
variety of social purposes—many of which we all approve—imposed
restraints. We are harming the U.S. business sector in many ways and
making it difficult for them to sell their products around the world.
There is a very large market for which there is very large need. We
have a very well established capability, but we are currently losing
our market share because of self-imposed restraints.

Senator Stevexson. Well, let’s get into some of those restraints
then. The Japanese also have trading companies. I think one of the
problems from where I sit at the moment is that many businesses are
intimidated by the mysteries that they perceive when it comes to
exporting. I used to be a lawyer representing small businesses. They
are just overwhelmed by the thought of trying to market their com-
modities in Japan or Kenya or wherever it is. The Japanese set up
trading companies which very effectively, very aggressively market
Japanese products of all kinds produced by all kinds of Japanese
businesses in all places in the world. We can’t apparently create such
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trading companies, a few giant trading companies to market Ameri-
can products throughout the world, because to do so would probably
violate the antitrust laws. )

Mr. Wemw. Well, that isn’t altogether clear. I think that we have
export management companies and certain kinds of trading firms. I
think there’s a more historical reason why the Japanese have this
handful of giant trading firms. T think it has a lot to do with the fact
that the Japanese were dependent upon exports because of their
. island economy. They concentrated a lot of their abilities and energies
on these companies because they had an island society. Those com-
panies got started in the early part of this century when Japan sought
to go out in the world, and, like a lot of enterprises that began in the
early part of this century, they have become very large; so, I think
there is that historical reason. )

As I indicated earlier, during that whole period of time we were
not concerned with the same problems.

Senator Stevenson. Well, that’s history, but if history has any
relevance, it’s because we have something to learn from it. Are you
sugg;:sting that there’s nothing to learn from this Japanese experi-
ence?

Mr. WeiL. I think there’s a lot to learn from it.

Senator STEVENsoN. What ¢ ‘

Mr. WeiL. There are some large companies in this country that
have great abilities around the world. Some of those companies are
lookgng for new opportunities. Take an example TBM Corp., which
has been: '

Senator Stevenson. IBM can market very effectively around the
world and so can Caterpillar. What about the little guy? He needs
a worldwide trading company to represent him, to sell his products,
doesn’t he ?

Mr. Wer. Well, I guess what I was aiming at, in response to your
question, is that—and I donjt know the answer to this—if IBM
decided to set up the IBM trading company to utilize some of this
excess capital and utilize its abilities to sell around the world, whether
or not that would be in violation, it might in turn buy from Ameri-
can manufacturers a lot of products totally unrelated to what TBM
1s doing now.

Senator SteveEnsoN. Shouldn’t the Commerce Department be look-
ing into that possibility ¢ Maybe we should change the antitrust laws.

Mr. WeiL. We are looking into it.

Senator STEVENSON. Are you going to have some suggestions for
trading companies ?

Mr. WerL. We may. It’s too premature to comment, but we have
got some work going on in this area.

Senator Stevenson. Don’t hesitate to suggest changes in the anti-
trust laws if it’s necessary to permit us to compete on an equal basis
with our competitors, and if that’s what’s necessary I offhand don’t
know why Congress wouldn’t be happy to go along.

Mr. WeiL. It may be, but one of the things we need to do is utilize
a number of these large companies—I don’t want to single out IBM—
that have great capacity and great abilities throughout the world and
try to get more of our industrial products out through them, as dis-
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tinct from trying to get the smaller firms who are intimidated by
this process to do it on their own. That is something we are exploring.

Senator Stevenson. While we're on the subject of self-inflicted
wounds, some would say that the United States is depriving itself of
access to significant markets in Eastern Europe and the Soviet
Union and some would say also that in addition to depriving itself
- of market opportunities in these countries it’s also depriving itself
of the political leverage of sales, including Exim credits, CCC credits,
to make them available in those countries and that it is possible for
the United States with a little ingenuity and some courage to take
advantage of the economic opportunities and the political opportuni-
ties in these countries with a formula for credits and MFN that makes
more sense than the present formula. Would you respond to that
proposition. )

r. WerL. I have already spoken a little bit about this on Febru-
ary 23. We share that general view . .

Senator STEVENSON. “We,” meaning the Carter administration ¢

Mr. WemwL. We, the Department of Commerce; we being me. As we
discussed a couple weeks ago, that’s a very complex, delicate series of
Issues; but there’s another underlying problem, leaving aside all the
other political issues which we also discussed, which is that to be
effective the trading has to be two-way. Our analysis tells us at the
presént time that there’s not a great deal that those countries have
that we need in great quantity. In the longer run we have to build
our trade relationship with those countries .

Senator StevensoN. Well, the trade balances of those countries are
very favorable. You’re not complaining about that ? )

Mr. WeiL. That’s the point. They are so favorable that it’s hard to
expand them, because unless we extend them substantial credits, their
ability to buy more from us except what is absolutely essential -

Senator StevExsoN. That’s what I was asking you. 1 was asking
about credits and MFN. In some of those countries at least—I just
returned from some of them—they are mighty eager to get credits.
Of course, we do make credits available in a few of them for reasons
that are not altogether clear—some we do and some we don’t—some
of the more repressive countries we do, and some of the least repres-
sive we don’t, and it’s a little difficult to understand this policy except
in the context of American politics which doesn’t always produce
rational results—but clearly, with credits, there are export opportu-
nities in this country that are not being taken advantage of now. The
Soviet Union is an unusual case because it can get credit, and the last
I heard, at about three-quarters of a percent over the London Inter-
Bank rate. It can get credit now on terms that are comparable to
those made available by the Eximbank. It doesn’t really need credit
for the sake of credit, but it wants credit for other reasons, and with
it there would be more export opportunities in the Soviet Union and
the trade balance in favor of the United States would become even
more favorable, wouldn’t it ?

Mr. WeiL. There’s lots of potential there. There’s no question about
that. The Soviet Union, as well as Mainland China and other parts
of Eastern Europe, have great need for lots of our technology and
capital goods. If we could ever find our way generally to relieve some
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of the problems that are unrelated to trade, there’s no question that
the export opportunities for the United States in those markets
would be substantial. '

Senator Stevenson. And as I indicated before, there are those that
say that in effect by making credits unavailable we deprive ourselves
of all the political leverage, whether it’s been with respect to immi-
gration or SALT or the Horn of Africa or the Middle East, but
that’s not your field. S

Mr. Wemw. Well, I have to say that I would differ somewhat from
what T sense to be your judgment there. .

Senator Stevenson. From my judgment? You’re the witness. I
haven’t expressed a judgment. .

Mr. WeiL. Well, there’s an implied judgment that if we did a lot
more business that the potential would be there to have more influ-
e}rlxce on their activities in other areas. I don’t know enough about
this,

Senator Stevenson. I didn’t want to leave you with that impres-
sion. I’'m pretty hard-nosed on this. The suggestion I was trying to
make was that credits conditioned on continuing review and evalu-
ation of behavior against—many issues, not just emigration—and
the possibility of discontinued credits—is a more discreet and there-
fore a more effective way of using leverage than are some of the
more explicit means which have been suggested and are law. That’s
the proposition—without expressing a judgment about it—and I
really don’t expect you to testify here on these political questions.
That’s not your responsibility, but you have indicated I believe that
this formula is depriving the United States of export opportunities.

Mr. WerL. There’s no question about that at all.

Senator Stevenson. Would you say they are substantial export
opportunities? Have you any way of quantifying that? Have you
figures quantifying how much has been lost ¢

Mr. Wem. It’s hazardous to quantify, but it could be substantial.

In a completely neutral environment, the trade potential with these
areas—China, the U.S.S.R., and the rest of Eastern Europe—could
be many billions of dollars, but that completely neutral environment
doesn’t exist, so the question is a bit abstract.
. Senator StevensoN. You discussed in your prepared statement tax
Incentives employed by foreign countries to support exports and
noted somewhat cryptically that the administration had recom-
mended a phase-out of DISC. Do you agree with that policy, that
decision of the administration ¢

Mr. Wem. I gave a number of speeches during 1977 in which I
stressed the view that the DISC, while it was difficult to quantify
how much it had contributed to the present level of export sales
from the United States, was without any question a plus in terms
of the export environment. It was my view then that the removal of
DISC could be perceive din no other way than as a minus.

Having so spoken publicly, I cannot say that my mind has been
changed. On the other hand, as I think I testified on the 23d, I don’t
see the whole picture and my job is to look at the export environment
pretty much by itself. The President judged otherwise and I can’t
say that he’s altogether wrong because the evidence is not over-
whelmingly clear.
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I do know that there are many large companies in this country
that would tend to prefer their domestic orders to their foreign
orders because their domestic business is a larger part of their busi-
ness than most of their foreign competitors, and is thus more 1m-
portant. I also know that many large businesses have argued that
one of the reasons why DISC was important to them was that-it
gave them an argument internally as to whether or not they should
first ship their foreign orders or their domestic orders.

As far as small %{;sinesses are concerned, it is not widely recog-
nized that small businesses have a lot of emphasis on DISC. They
do it for a different reason, because they are more in need of a
specific monetary incentive. It may be that there should be some
distinction drawn between large companies and small companies 1n
thinking of DISC, but the administration’s tax bill has a phase-out
over 3 years, and I guess as long as I'm going to be a member of this
administration I've got to support the administration position.

Senator StevENnsoN. One question more. We must move on. Are
we losing export sales as a result of the antiboycott—anti-Arab
boycott policy ? .

Mr. Wem. It’s too early to judge. I think again, as I said at the
outset of my oral remarks today, exporting takes place in an en-
vironment which contains an amalgam of factors. As important as
the boycott and the antiboycott regulations or law that we have
are, the fact is that our major competitors in the Middle East are
Japanese and Germans and the Western Europeans who are terribly
dependent upon exports, which pay for their import of oil and other
things, are competing very strongly out there. So when we lose
business, which we do all the time, I think sometimes American
businessmen point their fingers at something which is beyond their
control and say that was the cause. Therefore, it would be easy to
blame it on the antiboycott law and regulations.

That it has some bearing on trade in the Middle East is almost
without question. We don’t have any numbers, and I don’t know
whether we will ever have any numbers. My feeling is that for the
large firms that are there and the way the regulations were con-
structed, it should be possible to be a good, effective competitor. The
readings we have from the Middle East and from the business com-
munity in this country indicate that it should not be a substantial
disability, particularly to the large companies.

Senator StevENsoN. It must vary from country to country.

Mr. WerL. Indeed it does. Saudi Arabia, for example, is I think
going to be one of our largest markets. There is less difficulty in
Saudi Arabia than in Syria, for example.

Senator StevENsoN. Or Libya or Iraq.

Mr. WEeLL. Yes.

Senator StevEnsoN. Will you be monitoring that situation to try
to quantify the consequences of that policy ¢

Mr. Wemw. We will be monitoring it. How much we can quantify
it I’'m not sure, because it’s very difficult to sort out, as I said, why
we lose a piece of business. What we will monitor is the levels of
our exports in those countries as compared to our competitors, and
then we will have to make an analysis of those changes. However,
reasonable men will still differ on the conclusions they draw as to
why we have perhaps not done as well.
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One of the thrusts of this whole series of hearings is the export
environment in general, and there’s no question that the antiboycott
law is a part of that environment, but it is at the same time a part
for which the will of this country was clearly expressed by over-
whelming votes; therefore we have to live with in and work around
1t.

Senator Stevenson. Live with it and do what ?

Mr. Wemw. To the extent that we need to keep that program—I
don’t mean to say that we will violate the law—we will work around
the problem as you work around all kinds of problems. We will
administer the law with accuracy and with the will that the law
demands.

Senator StevensoN. Thank you, Mr. Weil. I hope we can stay in
touch on this subject. We want to be helpful and I think it’s obvious
that some changes are in order. What they all are I think neither
of us really knows at the moment.

Mr. Wemw. Mr. Chairman, I thank you, sir. I think that the bottom
line of our view could be summed up really in three words: we have
need for a national export policy.

Senator Stevenson. I wanted to ask you one final question. It’s
been suggested—many, if not all, countries do have ministries of
trade. This administration likes nothing better than organizing and
reorganizing the Federal Government. I wonder at times if we are
ever going to get around to governing. How do you feel about a
Department of Trade?

Mr. Wem. Well, there is, as you know, a bill introduced by Sena-
tors Roth and Ribicoff, which proposes bringing together portions
of the Department of Commerce, State, Treasury, STR. I have not
studied the bill carefully, nor have I discussed it with other members
of this administration. I think that there are obviously many pluses
and minuses politically to considering such a thing. I think that the
fact that some nations that are highly dependent on exporting have
had such ministries or departments for a long time again points to
the difference between their history and ours. It may be that the
changes have occurred in our economic posture in the world over
the last 5 years are such that we should consider such a department
in order to improve our ability to function in the international
economy. But that’s more in the nature of a question than it is a
judgment.

Senator Stevenson. Thank you.

Our next witness is John L. Moore, the chairman of the Eximbank.
We welcome you, Mr. Moore. You are familiar with the subcommittee.
We are glad to have you back. I will invite you, as I will all our
witnesses, to summarize if that’s possible to save time.

STATEMENT OF JOHN L. MOORE, JR., PRESIDENT AND CHAIRMAN,
EXPORT-IMPORT BANK OF THE UNITED STATES

Mr. Moore. Yes, Mr. Chairman. We have submitted a rather
lengthy statement for the record and I have a summary to give you.
[Complete statement follows:]
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Statement of
John L. Moore, Jr.
President and Chairman
Export-Import Bank of the United States
Before the
Subcommittee on International Finance
Committee on Banking, Housing and Urban Affairs
United States Senate

March 9, 1978
Mr. Chairman, Members of the Subcommittee:

Thank you for the invitation to discuss the policles and programs
which foreign governments offer to support their exports. The Export-~
Import Bank is continuously competing with the attractive financing
offers of our counterparts in Europe and Japan. This competition has
become increasingly important in a world im which similar technology
and services are dispersed among numerous nations whose export sales
are often crucial to the continued viability of domestic industries.

As you know, our statutory mandate directs us to aid in financing
U.S. exports on terms which are competitive with the government-
supported rates and terms offered by our competitors. Because of the
unsubsidized nature of Eximbank's operations and various factors we
have to take into consideration under our statute, we are not always
able to be fully competitive with the financial support offered by
other nations. .

With this in wmind, let me first compare the credit programs of
Eximbank and its major foreign competitors, with particular attention
to the ancillary schemes and incentives available from those competitors.
I would then like to tell you how we have tried to offset these
exceptionzl programs and how successful we have been.

Export sales historically have been of greater economic importance
to our major trading competitors in Europe and Japan. Exports constitute
between 15 and 30 percent of the Gross National Product in these
countries, while in the United States overseas sales have typically
accounted for only 6 to 8 percent of GNP, Because of this importance
of export sales to national income and employment, foreign governments
traditionally have placed greater emphasis on encouraging exports
through official financing programs similar to those offered through
Eximbank, though often more comprehensive.

This emphasis is illustrated by comparing operating data of the
major government export financing agencles. In 1976, for example,
our counterparts in Japan and France provided support for their
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exports which has,'féspectively, nearly five times and three times
the dollar volume of Eximbank authorizations made during the same
period. The support authorized by Eximbank's counterparts in Germany
and the United Kingdowm was each one-and-a-half times that of Eximbank.

Long-Term Competitiveness

Not only have our major competitors supported more exports, but
their long-term credit programs (that is, five years and over) generally
provide more attractive terms and conditions. Let me illustrate the
relative attractiveness of foreign programs in relation to those
offered by Eximbank by comparing the three major components of long-
tern financing: repayment term, percentage of coantract covered, and
interest rate.

Term: Despite differing philosophical approaches to setting
appropriate repayment terms, there is little difference in practice
in the length of time allowed under the various systems for repayment
of the credit. The similarity of term reflects both the existence of
various international agreements which specify maximum repayment term
standards and the general belief that a small difference in repayment
term is not an effective competitive tool. Accordingly, Eximbank
offers repayment terms which are competitive with those offered by
foreign agencies.

Cover: The percentage of contract value officially supported
through direct government loans extended by the various official
credit agencles tends to reflect the relativer capabilities of the
domestic financial markets and the relative importance of the private
sector to the particular economy. After receiving a standard 15
percent down payment, exporters in France, Italy and the United
Kingdom can anticipate that their respective official export credit
agencies will cover the remaining 85 percent of the contract value.
In Japan, the support typically ranges between 50 and 85 percent of
contract value. However, private Japanese financing--when provided—
is also on terms and conditions comparable to official financing.

Because of the strength of the private financial market in
Germany, exporters often are able to obtain long-term, fixed-rate
financing from private sources at low rates without official loans.
In these cases, the private lender can obtain govermment insurance to
minimize many of its risks. When private funds. are unavailable, the °
official German agencies will lend between 40 and 85 percent of the
contract value at fixed rates. The Canadian export credit agency
will also finance, on average, about 60 percent of the comtract
value.
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In addition, our foreign competitors often increase the effective
amount of cover by providing direct loans or insurance for so-called
"local costs" of the exported goods or services. Local costs are
those portions of a project or service sourced in the buyer country.

Local cost support historically has been for construction or infrastructure
components but increasingly is applied to domestically-produced

products of a more sophisticated nature. Although somewhat limited

by internmational agreement, this form of support is very attractive,
especially to govermment buyers, because it facilitates the involvement

of their own domestic industry as well as decreasing equity capital

needs. Eximbank recently reinstituted its previous practice of selectively
extending guarantees for private local cost financing but only to

meet known offers of local cost financing from our competitors and

not exceeding 15 percent of the contract value.

In contrast, Eximbank direct loans usually finance between 40 to
50 percent of the contract value, with exceptional cases receiving as
much as 85 percent. Therefore, reflecting our capital market and
Eximbank's strong commitment to the private sector, Eximbank's standard
percentage of direct loan participation is usually below that of our
major competitors.

Interest Rate: The principal component of the effective cost of
an official export credit is the interest rate charged by the export
credit agency. As with repayment terms, the philosophical basis for
determining interest rates differs between Eximbank and many of its
foreign competitors. Because Eximbank indirectly borrows all its
new funds from private capital markets, Eximbank's interest rates
must vary from time to time to keep our lending rate above our borrowing
rate. Thus, Eximbank's interest rates can be characterized as closely
related to private market rates. Many foreign export credit agencies,
however, receive annual subsidies which allow them to set thelr rates
at whatever level is viewed as desirable. Accordingly, foreign rates
tend to change only in response to political pressures, including
decreases in rates elsewhere, or to conform to internationally-
established minimum stdndards. They are, therefore, not '"market
related,” ) o

This difference in interest rates is aggravated by the fact that
in a transaction including both Eximbank and private.credit, the
portion provided by a U.S. commercial lender is nearly always at a
floating rate and typically higher than the rate Eximbank charges on
its portion. The combination of these two rates-—the so~called
"blended" rate--is, therefore, usually both higher than that charged
by foreign agencies and variable rather than fixed. Accordingly, the
U.S. 13 generally regarded by U.S. exporters and some borrowers as
uncompetitive in the area of interest rate.



26

In fairness, hiwever, it should be ‘pointed out ‘that it is not
always easy to equate interest rates in a world of floating exchange.
rates. A borrower has to consider not only the face interest rate at
the time of entering into the loan, but also the probable cost of the
currency at the time of repayment. For example, if the borrower
expects the German mark to continue to appreciate in value compared
to the dollar, the borrower may be willing to accept a higher dollar
interest rate., The problem is that, while short-term projections may
be made, most borrowers are unable to make long range predictions.

As a result any advantage which the dollar may have in today's exchange
markets will often be discounted somewhat by Eximbank borrowers.

Extraordinary Assistance

In-addition to the normal export credit programs, many foreign
agencies offer ancillary export promotion programs which are unavailable
in this country. Most notable are the so-called "mixed credits" in
which low interest rate development ald funds are combined with
officially~supported export credits. France and, to a lesser extent,
Japan operate schemes in which anywhere from 15 to 50 percent of the
credit is extended on soft terms of 15 to 30 years with very low
interest rates—-typically 3 to 6 percent. Canada, Germany and the
United Ringdom infrequently make such offers but on a less concessionary
basis. Although our own U.S. AID programs are also normally "tied"
to the purchase of products from this country, the U.S. does not
soften the credit terms of a commercially viable product or project
. with AID funds in order tp promote the sale of exports. 'Mixed
credit" financial offers effectively eliminate any competing offers
which have to incorporate more commercial terms and conditions.

Of course, the use of goft "aild" funds to support exports essen-—
tially comstitutes a subsidy to the.exporter by the taxpayers of the
country providing the mixed credit. That economic fact offers little
consolation to the U.S. exporter who must compete with such nomn-
commercial offers, however.

Other schemes offered by other export credit institutions include
inflation indemnity and exchange rate fluctuation insurance. Inflation
insurance--again used primarily by the French--protects exporters
from exceptional cost increases occurring during the censtruction
period, enabling them to quote either a fixed price or one with a
modest price escalation exposure. The U.S. exporter must cushion
against simjlar cost inflation by building a higher margin into his
price. This feature can be very attractive to a buyer and is a
deeply entrenched feature of the French system. Although the French
argue that the inflation insurance program is self-funding through
insurance premiums, it is our understanding that the program has
actually operated at substantial deficits. '
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"EXchiaYge Tate insurance protects ‘e&porteérs againmst losses from
exchange rate fluctuations, generally above a certain minimum threshold,
and can also contribute to a lower foreign quote. It is used primarily
by exporters who are being repaid in currencies which may depreciate
in value against the currencies which the exporter normally uses to
pay for his own goods and services.

Most foreign export credit agencies will alsc cover the foreign
content of their export provided that most of the export 's value is
produced domestically. The European Economic Community member countries
will officially finance exports with up to 40 percent of their value
produced in other Common Market countries or up to 30 percent from
non~Common. Market countries. In Japan, up to 50 percent of the
product value may be of foreign origin and still .be eligible for
official credit support. In practice, the degree of foreign content
supported is usually much less, but the leniency of most other official
agencies contrasts sharply with Eximbank's general policy of precluding
foreign content from direct loans and private loan guarantee transactions.

Another strong competitive tool used by the Europeans and the
Japanese 1s the extension of large credit lines with long availability
periods. These lines are especially significant in the trade of our
competitors with Eastern Europe and the Soviet Union. Such lines may
constitute an incentive to place orders. with those countries extending
the lines. Eximbank has begun to utilize credit lines, but under our
regular financing terms and only in highly selective circumstances
involving short commitment periods and substantial administrative and
security advantages for Eximbank.

Finally, tlie Common Market countries have been trying to institute
a European export credit bank to provide services similar to those of
the individual agencies but on .a larger scale for Market consortiums.
This idea, however, has met with considerable opposition from some
members who are reluctant to subjugate national control of thelr

export financing practices. The concept now appears to be a dormant
issue.

Non-Financing Aspects

Foreign government support for export sales is not limited to
‘financing alone. Let me discuss a specific European project which has
precipitated extensive French and German government support, the A300
Airbus.
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The wide~bodied Airbus 1s now competing effectively in the world
market against U.S. commercial jet aircraft. Although Eximbank can
usually provide aircraft financing substantially competitive with our
French and German counterparts, there are features of the Airbus
program with which we camnot compete. Most notable would be the production
subsidies that emable Airbus Industrie to offer artificially low
prices. It has been estimated that the gsales price of every A300 is
reduced 20 percent by government production subsidies. In addition,
A300 sales offers often appear to be accompanied by special induce-
meats. South African Airways, for example, purchased the aircraft at
a special discounted price subject to the purchase of additional
military equipment. A purchase by Indian Airlines was apparently
influenced by prospects of negotiating a special trade agreement. A
sale -of Pakistan International Airways was reportedly linked to a
French offer to sell Pakistan a nuclear reprocessing plant which the
United States had refused to provide.

It should also be pointed out that most foreign export financing
agencies have a more simple mandate than does Eximbank. They are not
required to take into account the serious adverse effect of their
financing on the remainder of their industries. Human rights considerations
are seldom weighed. Specific transactions do not require prior approval
by their national legislative bodies. There is no restriction on
trading with most Communist countries, and so on. This is not to say
that these restrictions on Eximbank activity are inappropriate. That
is for Congress to decide. The only point is that the exporters of
most other major trading nations can be reasonably confident of the
availability of prompt financial support for their transactions.

This assessment is not ours alone. In the most recent survey of
U.S. banks and exporters required for our semiannual "Report to the
U.S. Congress on Export Credit Competition and the Export-Import Bank
of the United States," the U.S, exporting community noted these same
competitive advantages available to their foreign competitors. 1In
addition, they sensed. a greater willingness on the part of foreign
governments to promotée exports. These exporters also objected to the
many external restrictions and constraints imposed upon the Bank. The
need to determine adverse impact on the U.S. economy, the prohibition
~of activity in certain countries and the requirement of Congressional
review of large authorizations were all singled out by survey participants
as time—consuming and overly-restrictive practices that hampered the
United States in competing in export markets.
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Eximbank Actions

Eximbank has recognized that its programs are relatively uncompetitive
and has recently -- to the extent possible within its present financing
structure and legislative mandates -~ taken steps to offset the competitive
edge provided by foreign export credit agencies.

As directed by its statute, Eximbank has sought intermational
agreements to reduce subsidized export financing. Eximbank has for
many years actively participated in two internmational organizations
which seek to reduce counterproductive competition in export credits:
the Berne Union and the Export Credits Group of the OECD., A number of
procedures and sector agreements have been established under the aegis
of these two organizations which have set certain standards and limits
on ‘export financing practices. Furthermore, we make extensive use of
two exchange of information systems operated by the Berne Union and
OECD. Under these systems, Eximbank shares with its counterparts
information on specific transactions of mutual interest to insure an
accurate assessment of competing financing offers.

The Bank has also been a major element in the efforts of the
United States to broaden the existing Consensus on export credit
terms. These efforts have proven to be beneficial, although the
negotlating process is slow and difficult, reflecting the historical
and structural differences among the various national export financing
system, export product mixes and trade patterns.

New International Export Credit Arrangement

On February 22, the representatives of 20 exporting countries
reachad tentative agreement on the text of a new International Arrange-
ment on Officially Supported Export Credits. The Arrangement is
scheduled to become effective on April 1, 1978. The Arrangement
continues most of the substantive proposals of the present Comsensus,
although the United States pressed unsuccessfully for gelective increases
in minimum interest rates and restrictions on the use of ancillary
insurance schemes and mixed credits. Bilateral and multilateral
meetings over the course of nine months demonstrated the strong
reluctance of most countries —— and particularly the European Community --—

© to make such substantive improvements.

Nevertheless, the Arrangement establishes for the first time
needed definitions and detailed provisions for notifying and matching
of non-conforming commitments issued before the Consensus or as derogations
from the new Arrangement. After substantial deliberations within the

27-039 0 -178=3
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“Executive Branch of the U.S. Government, it was concluded that limited
.improvements were preferable to abandoning the Consensus. It was felt
that abandonment would permit some participants to pursue export
credit practices even less commercially sound than those permitted by
the limited restraints of the new Arrangement.

I should emphasize that we gave only as much as we got in the new
Arrangement, pointedly retracting some concessions we were prepared to
make when it became apparent that many of the substantive improvements
we sought were not forthcoming.

In the future, new competitors of Eximbank will be emerging.
Many of the developing countries are seeking export markets to support
their fledgling industries. Korea, Brazil and Taiwan are examples of
strong developing countries that now have or are soon to set up export
financing programs. Because their high~technology industries are
likely to remain modest in size for the next few years, most of the
export support in these countries will be for commodities, agricultural
products and other non-capital products. They will, however, eventually
emerge as competitors to the developed countries in the capital goods
exports markets. We have had discussions with representatives of
these developing countries and will continue- to follow closely their
of ficial export credit activities as their agencies devaelop and mature.

Future Competitiveness

In the interim, Eximbank has demonstrated flexibility in trying
to offset competitive foreign offers on a case~by-case basis. We
believe that we can do more than we have in the past to be competitive =—
even within the constraints of the Consensus.

Using our general .knowledge of foreign systems along with information
obtained on specific transactions, Eximbank has taken a number of
steps to modify our normal practices in the face of proven competition.
Specifically, we have occasionally lowered our interaest rate below our
nommal schedule and increased our direct credit participation to 85
percent. We have sometimes extended terms below our normal practice,
although still within international consensus standards. In an attempt
to reduce the extraordinary competitive advantage of long-term, low
interest rate, mixed credits, we have, in ome instance, offered a 100
percent credit with a 15~year repayment term and 7.5 percent rate of
interest. We racently have also offered lines of credit of limited
duration and use for specific projects. In three instances we have
offered guarantees of private loans for local costs to try to offset
foreign direct loans for local costs.
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It isimpossible to detérmine precisely how ‘successful our attempt
to improve the competitiveness of our support has been, since numerous
nop-financing features such as price, quality, availability, compatability
with existing plant and equipment, and aftersales support alsc effect
the success of an export bid. Eximbank doeg not attempt to offset any
competitive disadvantage which our U.S. exporters may experience in
those non-financing areas, Our mandate is simply to do our best to
insure that an otherwise competitive U.S. exporter will not lose a
contract because of the unavailability of reasonably competitive
financing. Eximbank 1s now conducting a study of the relative importance
of the financing factor in foreign buyer decisions to purchase from
particular exporting countries.

Eximbank will continue to attempt to reduce the competitive
advantages available to foreign exporters using subsidized financing
sygtems. However, we cannot be expected to overcome many of the
foraign financing offers. Although the Bank is now in a strong
financial condition and capable of vigorously expanding its operatioms,
the Bank's market-oriented financial structure and Congressional
mandates do not always permit it to extend financing which is entirely
competitive,

It is important, however, that we maintain Eximbank's financing
flexibility so that U.S. exporters have a reasonable chance to compete
primarily on the basis of price, quality and product technology.

Aside from this issue of basic fairness, today's massive U.S. trade
deficit demands that, for the foreseeable future, Eximbank must do all
that it can to insure that U.S. exporters are competitive.
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Senator StevEnsoN. Thank you, sir.

Do you feel that Exim terms are comparable now to those of your
counterparts except what—the French and the Japanese?

Mr. Moore. Well, I think we are competitive with all of them and
I will comment on that in detail, but we are competitive with all of
them when you’re speaking of export credits. We are not ever com-
petitive if they are mixing aid credits.

Senator SteveEnson. Let’s keep it right on the terms available
from Exim and your counterparts, and then we’ll get into the other
support.

Mr. Moore. As indicated in the prepared statement, the consensus
appears to have worked fairly well in terms of the repayment terms.
Most, of the Nations adhere to the maximum term stated, so in
effect we all are offering the same repayment terms.

Senator STEvENsON. Do you think the gentlemen’s agreement is
holding as far as it goes?

Mr. Moore. Right. If anybody breaks that, everybody else imme-
diately matches it, so there’s not much inducement to break the
arrangement on the repayment terms.

As to interest rates, because of the higher domestic borrowing
rates now as compared to a year ago, we have a tough time being
directly competitive because several of the others, specifically France
and Japan, offer the minimum consensus rate fixed for the full
amount of the loan and those rates in the lesser developed countries
are 714 percent. They go up to 8 percent in the developed countries,
but, as you know, there’s a not much needed from any of the official
agencies for the developed country markets. So we are looking most
of the time at 714 percent fixed.

In order to produce for the Bank we need a rate for us that’s at
least 8 percent, so that meeting 714 is difficult. The domestic lenders
at present are charging around 9 percent floating at a minimum for
the best credits so if you blend in their financing our package may
well get to be at least 814 to 9 percent.

The way to address that in a closely bid situation is for us to
extend our coverage to 85 percent of the contract price and offer
that rate which we think the foreigners might consider close enough
to the 714-percent to be competitive. We don’t usually go as low as
7%, and I don’t think we have to. I think we can go to 8 percent
on the closer situations in most cases.

Now the final thing is the amount of cover, and there we are not
very competitive because, as I indicated in my prepared statement,
the other lenders will cover the downpayment, and they will cover
up to 15, even 30, percent of local costs of their export value in local
cost financing. When Eximbank has offered local cost financing it’s
always been limited to 15 percent downpayment and has also been
limited to guarantee rather than a direct loan. So the borrowing
rate is higher than that offered abroad. But on top of that, the
foreign agencies will cover foreign content and we do not.

Senator STevEnsoN. I should know but I don’t know the answer
to this. Are you prevented by law or is it Exim policy from cover-
ing foreign content?

Mr. Moore. It’s certainly policy. My General Counsel indicates
that there’s long legislative history supporting the idea that the
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direction to facilitate exports means just that, so that it’s hard for
us to do much on foreign content. I'm sure that to a limited extent
we would be authorized to do so, but in allocating resources where
ours are pretty strictly limited I really can’t give that coverage high
priority. If we were told that the sky is the limit—go at it to com-
pete—obviously we would match those terms too. But in terms of
allocating resources, I think that has a lower priority than bidding
on more kinds of cases.

Senator StevensoN. Well, let me just suggest that you consider
the possibility of clarifying your authority with respect to foreign
content. It will be several more years before we go ‘through the
Exim authorizing process again. I don’t recall ever addressing that
question in the exercises in the past, and I suspect that the law and
the history are somewhat ambiguous on that.

Mr. Moore. We did have a question raised on the House side last
year in connection with our 90-day extension, and it was resolved
without addition to our statutory language by our agreeing to report
as a part of our semiannual report to Congress the amount of
foreign content we have covered. So there was interest expressed on
t}fle House side in the context of being sure that we don’t do much
of this.

The way we do it is to allow up to 10 percent foreign content
under our medium-term guarantee and insurance programs, but
essentially none in our direct loan activities.

Senator Stevenson. Well, to sum up, you feel that you have the
authority and are competitive with respect now just to your counter-
parts abroad, with some exceptions in the cover area that you men-
tioned. I was struck by your reference to production subsidies and
your suggestion that foreign countries are sweetening up deals with
unrelated arrangements—we sell you the Airbus on very favorable
terms if you will also buy nuclear reactors—that sort of thing,
including you mentioned a reprocessing example.

Is this kind of thing a recent development and could you be a
little more explicit about such things that foreign competitors are
doing? TIs it in response to the depreciation of the dollar? I don’t
recall much mention in our prior hearings on Exim of this problem.

Mr. Moore. Mr. Chairman, I don’t think it’s specifically in re-
sponse to or matching the cheaper dollar we have had in the last
6 or 8 months because it’s been going on longer than that, but I
think it goes back to something that was generally discussed by you
and Mr. Weil, which is really an export fervor in all of our competi-
tors.

Senator StevENsoN. And a fervor which picked up markedly in
1973 with the quintupling of the oil prices I assume.

Mr. Moore. Exactly. I think it really dates from that time, and I
think during that time resources have been poured into export credit
financing and mixed aid credits to address the concerns of all coun-
tries with the problems of oil buying. As a part of that, as we dis-
cussed, there’s a high profile within the Government structure of each
of these countries for exporting and a very high officer of the Gov-
ernment will be available and the chief of state will act very vigor- .
ously. The French President doesn’t hesitate to fly to Caracas on a
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special mission to get the Venezuelans to buy the Caracas subway
from France. So there are many aspects to it other than just directly
pouring money in or giving special concessions.

The Airbus has been one where you could almost say desperate
moves were made in giving additional concessions in order to break
into a market and to try to recapture some of the tremendous costs
of developing that plane because initially they weren’t successful in
selling any at all. But I think we can anticipate in the future every
kind of incentive being offered by the French and the Germans to
sell the Airbus.

Senator StevensoN. And you’re not confining your comments to
the Airbus?

}Mr. Moore. No. It’s just that we have most definite evidence in
that.

Senator Stevenson. It’s illustrative of what’s going on in other
countries as well as those?

Mr. Moore. Yes.

Senator STevensoN. Well, T hate to be a party to the escalation of
this export subsidy and support war, but on the other hand, I don’t
believe in unilateral disarmament either. What should we be doing?
We don’t have a ministry of trade or a president who would or
should hop around the world selling nuclear reactors.

Mr. Moore. No; but we do have a chairman of the Eximbank who
can and does. _

Senator STEVENsON. As you just indicated, you're up against the
chiefs of state of other countries who have authority to offer things
that you don’t have within your authority to offer.

Mr. Moore. That’s right, and T wouldn’t for a moment want to be
deemed as suggesting that we enter in any part of incentives in addi-
tion to matching the export credit financing. I wouldn’t be a party
obviously to offering nuclear reprocessing plant or even suggesting
it or discussing it. We couldn’t finance them anyway because we are
not allowed to under our statute. But I do point out, Mr. Chairman,
that our agency has a much higher ‘profile around the world than
it does in Washington, and in every instance where I have visited
lesser developed countries, in almost every instance, I have been
received by the chief of state and the highest level of attention is
given, and I think we are not ineffective in that sense.

Senator Stevenson. Well, I discovered that even your Senate
overseer gets received by the chiefs of state at least of those states
that are interested in credits, and most countries are desperate, of
course, for credit, and that brings me to another subject—not
another—it’s very related.

International debt has roughly quintupled since the oil price
hikes. Already rescheduling is taking place in certain countries.
Credits are being sought by other countries that offer important
marketing opportunities to us and great temptation not only to our
exporters but. also to our lenders who are looking for markets.
Poland is an obvious example.

In many of these countries, particularly in the Third World but
also in the nonmarket Communist countries, we and our competitors
don’t have access to the kind of information needed to assess credit
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in a reliable way. Isn’t that true? Isn’t the Eximbank in danger of
getting more overextended in some countries and tempted, as are
commercial lenders, to finance not exports but to finance the service
of its own debt? Zaire and Peru are cases in point, are they not?

Mr. Moore. Zaire certainly is. Peru is right up to schedule on
repayments to us and could well make it through a very diflicult
period. It may not. Turkey is an example right now where it’s a
very difficult situation.

There are a couple things in your question. First, on the financial
information available from the Communist countries, we have made
strides in cooperation with the three with whom we deal—Poland,
Yugoslavia, and Romania—to get information full enough for us
to understand their real picture. It’s not yet as much as we would
like, but I think we do have a good understanding of all those
three countries, which are the only ones with whom we are per-
mitted to deal.

As to the overall world situation, there’s no question, Mr. Chair-
man, that we are in a world where every country that’s not oil and
gas producing in a large way must plan in their planned economy or
somehow struggle through 1f they are not on a very tight line be-
cause the only way to respond and conquer the problem is to increase
your own domestic production, and the only way to do that is to
borrow and build as fast as you can. If you're not prudent you will
have trouble. Even if you are prudent, and you have unusual cir-
cumstances such as 4 years of bad harvests in Poland, you can face
very difficult times indeed.

So I could not tell you that we won’t have trouble in the next
decade in a number of additional countries. I can tell you that we
study the situation just as carefully as we can before we extend
credit, and I can also tell you that over the years, while we have had
many reschedulings, we have in almost every instance been paid out
in full with full interest on the entire period of time the money was
out. So I'm not pessimistic about the safety of our investments in
the long run.

Senator Stevenson. Well, it’s awfully hard to talk with bankers
on this subject because—nothing personal about this at all or imply-
ing anything about you—but I find international bankers striking
very difficult notes 1n public and private about exposure abroad,
and strong pleas for access to more information about the financial
condition of foreign countries. Many of them, for example, suggest
that with participations in IMF loans they might indirectly get
access to the one source of information that does exist, the Inter-
national Monetary Fund.

Let me put a proposition to you and see how you react. Wouldn’t
it be far easier to extend the credit wisely for the support of U.S.
exports if countries throughout the world, the importers, were part
of an international monetary system that could extend current ac-
count financing, could impose conditions and acquire information
through such an institution as a world monetary fund and, if they
were also members of a global monetary system that at least moved
us toward currencies that were convertible ?
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Now before you answer let me also suggest to you that there are
countries which, for political reasons, have been reluctant to enter
our international monetary institution that exists, but for economic
reasons now could be—if your answers to that proposition are
right—persuaded to do so. Wouldn’t Poland’s membership, for ex-
ample, in the IMF facilitate your business in the export of American
commodities to Poland ?

Mr. Moore. Yes, Mr. Chairman. We would like very much to see
Poland be a member of the IMF, and I quite agree with the thrust
of your question that the greater the facilities available through the
IMF or related kinds of institutions for helping in times of trouble,
or helping impose politically unpopular conditions which have to be
imposed in order to struggle out economically, the better we would
all be in terms of lending to those countries. All of those are at the -
absolute heart of what you’re talking about, and I think the addition
of the Witteveen facility is terribly important to us in the coming
years as well as to the countries that receive that facility.

Senator SteEvenson. Shouldn’t the United States and the other
major developed countries and the IMF itself be making a con-
certed effort to involve the world—enter the IMF or some variation
of the IMF that made it perhaps politically easier for them to join,
and are we doing any such thing?

Mr. Moore. I'm not aware of that except in the case of Poland
where, of course, we were warm in picking up and saying that we
would like to see them join, and we would be glad to give support
to their application. I'm not aware of the efforts generally otherwise.

Senator StevEnson. I'm not either, and I think there ought to be
one. And based on my own conversations abroad I think we might
be surprised to find how much more receptive countries are to that
invitation today than they were before the events of 1973.

Mr. Moore. There’s another aspect of your question which I'd
like to address.

Senator Stevensox. Convertibility ?

Mr. Moore. Yes, the repayment of credits. I think it would be a
very fine thing both in terms of the front end competition and in the
convenience and safety of repayment if export credits were repay-
able in some common currency like the SDR. Certainly then the
quotes of interest rates on the front end could be analyzed in the
same fashion and could be a good thing. I think we are a long way
from getting something of that nature because of this intensely com-
petitive time. I’m not sure the European community or the Japanese
would think favorably of such an idea because many of them do
have a stated interest rate advantage. The Swiss can offer very
attractive long-term. financing at private banks at well under 6
percent for long periods of time, up to 10-12 years, and the Germans
similarly. So it would be unlikely that you would get agreement
from those who have that kind of advantage.

Senator STEVENsON. Are you suggesting that the disorder in the
money markets and the behavior of the dollar is creating uncertain-
ties and barriers to U.S. exports?

Mr. Moore. I rather think, Mr. Chairman, they work to our
advantage. After all, the dollar is the most commonly used currency
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around the world and if a nation is looking forward to repaying a
credit over the next 20 or 25 years, or 15 years, if there’s a question
of the Swiss franc or the volume available or the premium that has
to be paid because of the shortness of supplies with the Swiss franc
that probably works to our advantage from the point of view of the
U.S. export. I can’t document that but I think it’s so.

Senator StevensoN. The implication of Mr. Strauss’ recent com-
ments might not be entirely consistent with what you have just said.
We’ll have a chance to hear from him later. .

Would you support special export finance incentives and assist-
ance for U.S. industries facing particularly severe foreign competi-
tion? T was trying to get an example. Staff suggested steel, but steel
has been out of the export business for a long time. It’s too late.

Mr. Moore. I could pick you up there. It may be too late on steel
itself, but steel equipment supply companies are still very much in
business and having a hard time and most of their business is export.
I’'m not suggesting that there needs to be special subsidies for them.
There need just to be a normal kind of support.

Senator Stevenson. Well, before you answer—those companies—
maybe it’s the shoe industry—that are facing severe competition,
should they get special treatment from Eximbank and small busi-
nesses generally ?

Mr. Moore. Well, our business would be more related to the export
of shoe machinery than to shoes. So it might be deemed to be coun-
terproductive there, and’ we would be offering support for creating
further capacity in the rest of the world. I’'m not sure that I would
see that any particular kind of industry in this country needs special
subsidies in the sense of export financing. I think if we can match
foreign competition on a reasonable basis that’s sufficient. If you’re
talking about subsidies in the price of the goods, it’s an entirely
different matter. For example, the shipbuilding industry in this
country, as far as I know, has never been able to win a bid abroad,
so we have never had a financing of a ship of any great size, whereas
there are very substantial subsidy programs for building of ships
for the domestic freight lines. So one could look into that situation.

There are very competitive situations coming up on the chance to
sell LNG tankers, for example, where if Congress wanted to consider
supporting a depressed industry in the export business as well as
domestically that would be something that could be examined here.
. Certainly nations abroad, as we understand it, have substantial sub-
sidies for their ship building industries producing for export.

Senator StevensoN. Well, that’s another industry for which
there’s a great deal of overcapacity at the moment, aithough there
may be as special exceptions such as LNG tankers.

Mr. Moore. That’s aboul the only one that you can see right now
that’s going to have much demand in the future.

Senator Stevenson. Well, I assume you would agree that we
shouldn’t go out of our way to support industries marketing prod-
ucts for which there’s already an oversupply in the world and we
don’t want to encourage more overcapacity. It would make more
sense to support those that are developing products for markets that
exist or can be developed, doesn’t it ¢
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Mr. Moore. Yes, sir. My own belief is that we ought to serve com-
merce as it comes on as equal a basis as we can. We have got other
issues, and steel is an example where, of course, at the present time
the world has a great overcapacity and it’s of concern to us when a
lesser developed country decides to build a steel industry if it’s a
marginal decision in the first place. We would wish that there
wouldn’t be export credit competition which gets that mill built
anyway, but rather a common advice from all countries to the po-
tential buyer that maybe it would be better to wait 5 years.

Senator StevEnson. Other countries are now offering inflation
insurance and exchange rate insurance.

Mr. Moore. Yes. France and England offer those and there may
be some others as well. Italy introduced inflation insurance, but it
was too expensive and was abandoned.

Senator StevEnson. Is exchange rate insurance necessary in a
floating exchange rate system?

Mr. Moore. Well, it takes the risk out for the exporter being
repaid in a currency whose value has diminished in comparison to
his domestic currency.

Senator Stevexson. Is that important? Should we be doing it?

Mr. Moore. I don’t think we should get into any of these pro-
grams, Mr. Chairman. They are too expensive. I would prefer at
least for awhile to see if we can’t continue to negotiate the other
nations into abandoning those programs. Now we might have to
address it if they keep on, but the programs are so expensive that
I just wonder if they are going to be much of a threat to us in the
future. I may be over-optimistic but I don’t think so.

Senator STEvENsON. We are going to be meeting again so I'm not
going to get into all of the more narrow Eximbank questions today.
In this hearing we are aiming mainly at trying to find out what our
friends abroad are doing in order to learn from them and if neces-
sary to match them. I’m not sure I got your answer to my question
about what, if anything, we should be doing to reorganize or to
put ourselves in a better position to make the same kind of pack-
age propositions to other countries that our competitors do. You
mentioned that the chairman of the Eximbank travels around the
world, but acknowledge that he doesn’t have the authority to do
that sort of thing. Should be be doing something? Do we need a
ministry of trade? Do we need some higher authority to travel and
try to put these packages together?

Mr. Moore. To the extent a ministry of trade would give higher
profile to the interest of our Government and our people in export-
ing, I think it would be a good thing. I’'m not aware enough of the
organization of the different parts that would be pulled together
to be able to comment on whether it would be an efficient operation
once it’s put together. I'm assuming that with the present expertise
and reorganization, if that were done, it would be done well.

As T understand the proposal, Eximbank would be a part of it, but
on a semi-independent basis. So I could see us very well participat-
inging in something of that nature.

There’s an additional problem however. This export business cuts
across so many departments—really almost every department of gov-
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ernment—that by just putting together a ministry of trade which
has a portion of Commerce, a portion of Treasury and State, or
Eximbank doesn’t include people from many other areas who are
directly and indirectly involved in the export business of the United
States—the Agriculture and the Defense Department, the Nuclear
Regulatory Commission—all of those have important bearings. So
fv}iatever our organizational structure, I think a unified effort will
1elp.

We have been trying to do that. We meet regularly, of course,
with all of these different people at all levels to learn of opportuni-
ties and to try to figure new approaches that might help. If you’re
speaking most directly of the most effective tool for us to match what
our competitors have abroad, of course you would be speaking of
our coordinating with the AID agency, which is really not possible
under the present structure of AID where the strong emphasis is to
deal only with infrastructure in the poorest countries. I'm not criti-
cal of that policy—that sounds entirely right—but the chances are
that if we were able to organizationally work together in time to
make a competitive offer, if those problems could be overcome, still
the point where we could meet under the present policies of the two
organizations would be very infrequent. So I don’t think we have
available to any measurable extent an opportunity as things now
stand for offering mixed aid credits. And, again, I would hope that
the United States, through a lot of different discussions on all levels,
would talk to the other nations of the world and the United States
itself into a unified position on AID credits.

Senator Stevenson. Let me make sure that I understand this. Do
you think there is no need for mixed AID credits? Or were you
saying that there is no mechanism for Exim and AID to cooper-
ate for the development of packages?

Mr. Moore. No mechanism. If we were going to be fully competi-
tive with some of the other export credit agencies abroad, of course
we would have to have a mixed AID capability.

Senator SteveEnson. Wouldn’t that be desirable? Even though it
is not going to turn into something very large, why not do it, for
whatever incremental benefits may flow

Mr. Moore. If we are going to negotiate successfully with our
competitors abroad, if we don’t have that capability, whether or not
used, we are not going to be successful.

Senator Stevenson. Shouldn’t we take whatever steps are neces-
sary to create that capability for ourselves?

Mr. Moore. I think it would be wise. There are many political
questions involved. But if we are going to succeed in getting our
competitors ahroad, and they are mostly friends, to stop the prac-
tices we have so far, we are going to have to be able to say the
United States is going to match.

That is the most effective way to get to the bargaining table. We
can’t do that now.

Senator Stevensown. I think it might also help to dispell some of
the myths about AID. It is regarded as a big give-away by the
public. It is largely a poor man’s Eximbank. The dollars are spent
in the United States, most of them.
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Do you have any thoughts as to how that capability could be
developed in the United States?

Mr. Moore. Well, you would have to vote funds to make them
available, and presumably you would administer them one place or
another. Or you would make a special fund available to the Exim-
bank itself, in order to match competition, where we could extend
loans that average 18 or 20 years at 6 percent interest, rather than
having to be on a straight commercial basis.

Senator SteveEnsoN. I was thinking of some institutional way of
making it possible for AID and Eximbank to package financings
with their proper authorities.

Mr. Moore. Let me address that, because the present approach at
AID is not just to be a poor man’s bank. It is also to be the poor
man’s world bank, because these projects are carefully studied,
worked on for maybe an average of 2 or 3 years, before they are
implemented. Eximbank, in almost every situation, is responding to
requests for international tenders within 60 to 90 days, and if we
didn’t have AID credit to offer at that point, we couldn’t operate.
So the operations of AID itself would have to be redesigned to the
extent that you are considering the financing of components in pro-
jects, rather than projects as a whole. This is not to say that we do
not also occasionally work on very large projects for a long time,
and have a formative effect on them, but those are not paramount
in the whole picture.

Senator StEvENson. Let’s do some more work on that. Maybe we
can be a little more precise when we get to the Eximbank authori-
zation.

One last question, Mr. Moore. Roughly how many additional jobs
are created in the United States with each incremental million
dollars worth of exports?

Mr. Moore. If I may quote a billion dollar figure, we tend to
think of 40,000 jobs, per billion dollars. I think that is a conserva-
tive number. The estimates depending on the kind of product pro-
duced. We use 40,000; some institutions use 60,000 or even 70,000.
1 %enator StEvENSON. 40,000 sounds conservative, for each billion

ollars.

Mr. Moore. Yes. That is $25,000 per job.

Senator STEvENsoN. Have you read Humphrey-Hawkins ¢

Mr. Moore. I have not yet, but I certainly will.

Senator STEvENson. I urge you to do so fast.

Thank you very much. Qur next witness is Robert Hormats,
Senior Deputy Assistant Secretary for Economic and Business
Affairs, Department of State.

STATEMENT OF ROBERT D. HORMATS, SENIOR DEPUTY ASSISTANT
SECRETARY FOR ECONOMIC AND BUSINESS AFFAIRS, DEPART-
MENT OF STATE

Mr. Hormats. Senator, briefly, I would like to make a number of
points on the general cimate as 1t affects exports, since I noted that
your letter quite corectly pointed out the distinction between policies
and programs to support exports.
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In a very broad sense, our expert performance is determined most
importantly by the level of growth in our major trading partners.

And in the world today, where many of our trading partners are
experiencing very slow growth, we have, I think, as a result achieved
a lower rate of increase of exports than in previous years.

I think that the cyclical factors, the low growth in these countries
relative to a slightly higher growth rate in the United States, has
amounted to roughly two-thirds of the present U.S. deficit.

A second factor is the nature of the international trading system.
Obviously a flourishing trade system, a relatively open one, is a
major requirement for flourishing export markets for the United
States. We have done, and most other countries have done, in the
face of very real domestic pressures, reasonably well in keeping
markets open. I think this has been a plus for our export perform-
ance.

A third key element is the attitude of American firms. And I
think as my written testimony points out, other developed countries
have, over a period of years, invested a great deal more time and
energy and talent in building export markets. And without this
psychology among the private sector participants, no export pro-
motion scheme in itself is going to be overwhelmingly successful.

On the other hand, coupled with a positive attitude on the part
of firms, export programs can be useful in acquainting people with
the opportunities in the market—and I think we could probably be
doing a good bit more on this, particularly in developing new op-
portunties in developing countries

Senator Stevenson. By “we”, do you mean the State Department ¢

Mr. Hormars. The State Department, the United States in gen-
eral, yes. In part because these are new markets for Americans. By
and large, I think to the extent they have exported, they are more
acquainted with Western Europe in particular.

Senator StEvEnsoN. Are “we”, meaning the State Department,
going to do more ?

Mr. Hormars. Yes, sir, we are in the process of doing that, and
a number of new institutions have been developed and put into place
in the developing countries. That is a major new thrust of our
export promotion effort. Because the largest growing markets for
American imports are in the developing countries already, and it is
particularly important that United States anticipate the probabili-
ties that these markets are going to grow in the future.

Senator StevEnson. You say “we”, the State Department. Are
“we,” the Commerce Department, the Eximbank, the Agriculture
Department, are we all going our own way on this development?

Mr. Horaats. No. I think in the overall effort that we are making,
there is a major effort to cooperate between State, Commerce, and
gll1 gf the various agencies that are involved in the export promotion

eld.

There is no question about the fact that we, the State Department,
really involve ourselves for the most part in the external side, across
our borders.

Senator STeEvENSON. So do they.

Mr. Hormats. They do, too. But Commerce’s major advantage is
that they have the various district offices in the United States, mak-
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ing businessmen aware throughout the United States of the growing
export opportunities in the developing countries. And in the devel-
oped countries, of course, too. '

Senator STEvENsoN. Well, they are all over the world today.

Mr. Hormarts. I understand that, sir.

Senator STeEvEnson. In fact, you have just heard the chairman of
the Eximbank talk about how he hopped around.

Incidentally, his agency doesn’t have nearly as many offices over-
seas as his counterparts do. I just wonder whether we should not be
giving some thought to institutionalizing this presence abroad in a
way that would be coordinated, be more efficient, and the dollars
that are available for such activities would be used more efficiently ?

This administration is reorganizing everything else. Is it reorga-
nizing these external export promotion activties? Is there a PRM on
that, too?

Mr. Hormats. There has not yet been.

Senator Stevenson. Maybe that is one place there should be one.

Mr. Hormats. Well, the State Department and Commerce Depart-
ment, along with other agencies which have an interest in exports,
have been working very closely, even without a PRM, to try to anti-
cipate the new opportunities in the market and take advantage of
the best domestic and international network which exists to be more
responsive.

Senator Stevenson. Please continue. I am sorry to have inter-
rupted you.

Mr. HormaTs. Well, the overall climate then I think is a key ele-
ment as to the degree to which United States is going to achieve
success in the exporting market.

The point that you raised in your letter, which relates to the per-
formance of other countries, is particularly interesting from our
point of view, as we have followed particularly closely in the last
year or so the cases of Germany and Japan, which have been ex-
tremely successful in exporting.

We thought we would, of course, look into this and determine
why, that maybe we could learn a few lessons from them.

The major lesson that I think we have learned is that again they
have very active firms which have made a practice over a long
period of time of building export markets.

In the Federal Republic of Germany, the degree to which support
is provided by the Government, is rather slight. The support mainly
comes from the privately sponsored German Chamber of Commerce.

In Japan, the situation is quite different. After the war, the Japa-
neses focused on developing several leading industries. The Govern-
ment and the industries worked together with the banking system,
to provide a considerable amount of capital to build these industries.
The industries have been built up primarily on the basis of the
growing internal Japanese demand, but, over time, recognizing the
national interest in exporting in order to import the vital raw
materials Japan needs, they have also moved very aggressively in a
number of areas in the export market.

By and large, though, the export promotion activities of the
Japanese Government today are much morc limited than they were
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a number of years ago. Roughly $44 million was allocated by the
Japanese Government in fiscal year 1976 to the promotion of ex-
ports. Roughly two-thirds of that went to JETRO, which is the
Japansese External Trade Organization, which provides informa-
tion to Japanese firms on activities and opportunities in other coun-
tries. It helps them do the necessary market research and centralizes,
in one rather tightly organized vehicle, the information process
which enables firms to understand better how to move into the
foreign markets. .

I might also. add that one major change is that JETRO is now
turning some of its energies to helping other countries import into
the Japanese market, which is a welcome development. And this is
perhaps another area where we could learn from their practices.

Senator SteveEnson. Do we need a JETRO, that focuses on oppor-
tunities in external markets?

Mr. Hormats. Well, we do that to a large degree with the coop-
eration between State and Commerce, which provides the same sort
of flow of information. I must say I am not as familiar with JETRO
as I would like to be, particularly the more detailed techniques that
they use to do these sorts of things.

They have been very successful, and I think that we ought to take
a closer look at just how the programs work.

In theory, what we do and what JETRO does is very similar.
In practice and in detail, I simply don’t know the answer, but I
think we ought to look very carefully at it and see what we can
gain from it.

Senator STevEnsow. I agree with that.

Mr. Hormats. Another interesting point that was raised in your
letter, and one we have been looking at in some detail within the
context of multilateral trade negotiations in particular is the report
promotion practices of developing countries.

By and large, the developing countries, as you pointed out earlier,
are becoming much more competitive internationally, not only in the
more traditional labor-intensive products, but also more recently
in highly capital-intensive products, and steel is a good case in
point.

These countries use a variety of subsidy practices, in part justi-
fied by the so-called infant industry argument, to help the smaller
firms to get a foothold in the international market. They also use a
number of subsidies to attract firms, to attract foreign capital, to
get people to invest in those countries in the first place, and perhaps
to stimulate development in the poorer areas of those countries in
particular—a method also used by developed countries, I might add.

So far, the subsidy practices of the developing countries have not,
except in a couple of instances where there are countervailing duty
cases, been an overwhelming problem for the United States or for
other developed countries.

In the future this may be a more difficult problem as they get a
foothold in the market. I think this is something we are going to
have to look at very carefully. And this is one of the major reasons
we are putting such attention on the area of subsidies and counter-
vailing duties in multilateral trade negotiations: to try to anticipate
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this problem and to develop codes and rules and understandings
which will mitigate the difficulties we anticipate in this area, as well
as deal with problems which currently exist.

With respect to the European Community, another point you
raised, there really are no Community subsidies for manufactured
goods, or Community export promotion programs for manufactured
goods. There is the well-known problem of the value added tax
(VAT). A case going to the Supreme Court now concerns not the
VAT, but a similar cae of restitutions of indirect taxes, but we do
not sonsider there to be export subsideries.

But with respect to export promotion, there is no Community-
wide program. Individual countries in the EC however, do have
their programs. They have a variety of programs.

In reading over the statement that Mr. Hammer is going to give,
I noted a list of tax incentives for exports by these countries. There
are a range of national export promotion incentives, ranging from
Germany, which ‘has almost none, to some other countries which
have invested a great deal in export promotion. Great Britain, for
instance, has, over a period of time, invested a great deal of talent
in promoting exports, and I think that is a case which illustrates the
importance of a thriving and productive domestic economy as a
prerequisite of exporting. Britain with a large investment in the
export area, has not done as well as Germany, which has invested
very little in export promotion. That is a lesson that indicates that
without the fundamental prerequisites, spending a lot of money on
these programs will not necessarily achieve great success.

. S’enatesor STeVENSON. But it is sort of a chicken and egg situation,
isn’t it?

Mr. Hormars. I think with respect to the Germans, the reason
they have done so well is primarily they have kept on top of the
market, they have anticipated the needs of the market, and have an
economy which has met the needs of potential consumers of German
products, without a great deal of export promotion per se. In other
words, the companies have been their own best promoters.

- With Great Britain, it is no secret, that they have had a relatively
difficult time with respect to British export for a number of reasons
which have more to do with domestic economics in Britain.

In conclusion, very briefly, the point I made earlier is that there
are a number of factors which determine the success of a country
and its ability to-export. Among them, of course, are the export
promotion programs and export financing, but by and large, the key
determinant is the willingness of firms to anticipate market oppor-
tunities and to invest the required amount of time and attention
and management talent to promoting these.

I think that all of these policies go hand in hand with one an-
other, in improving the international climate, thereby increase the
incentives of individual firms to go out and export.

I know, for instance, that the decline in value of the U.S. dollar
will improve the competitiveness of certain American firms. Qur
productivity in a number of areas is also improving relative to some
other countries. This should improve opportunities for firms.
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So I think American competitiveness is by no means lost and we
have not, contrary to some cries of doom and gloom, lost our inter-
national competitiveness. In a number of markets, our shares of the
market has, in fact, increased. But I think it is going to require
proper management of the international economy, proper manage-
ment of our domestic economy, along with the sorts of programs on
which we are focusing today if we are going to have a thriving
export picture in the future.

[The complete statements of Mr. Hormats follows:]

27-033 O ~-78 -4
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Statement of Robert D. Hormats

Deputy Assistant Secretary for Economic and Business Affairs

I am pleased to have the opportunity to discuss
with this Subcommittee the policies and programs of the
United States, and of other nations, to promote and expand
g¢xports. Let me begin by making a few general comments
that will help to place in perspective the testimony that
follows:

Introduction

Concern about U.S. trade policies has increased in
recent months because of the significant U.S. trade deficit
of over $31 billion in 1977. The principal reasons for this
deficit are twofold: (1) our massive oil import bill and (2)
the slow growth of U.S. exports due largely to sluggish
economic activity in our major foreign markets. U.S. imports
of petroleum increased by 31% from 1976-77; imports of all
other products increased by only 18%. U.S. exports grew
by 5% in the same period as compared to an increase of 7%
in 1976 and 9% in 1975.

My testimony today is, of course, not directed towards
the o0il import problem, but no discussion of trade can
ignore the fact that our oil deficit, in the absence of an
effective national energy policy, will have a major adverse
impact on the United States trading situation for years to

come.



47

Nor am I primarily concerned today with the question
of imports, except to point out that, except for oil, they
have grown this year at a rate roughly the same as in
earlier years and in the aggregate have not sharply increased.
The U.S. has a remarkably stable economy with a high pro-
pensity to consume, a good distribution system, a solid
record of economic growth and relatively few barriers to
imports. It will understandably remain a growing market for
competitive goods produced at home and abroad.

My objective today is to respond to Senator Stevenson's
letter of February 8, 1978 to Secretary Vance, which asked a
number of important questions regarding the policies used by
of this government to support export expansion, and the
practices of other nations to do likewise.

Let me begin by stating categorically that the United
States today is extremely competitive in international
markets. But our exports this year are not doing as well
as hoped. There are several reasons for this.

First, many of our major developed country trading
partners are suffering from slow economic growth. This
limits their demand for our exports. Lagging international
investment is partly responsible for their slow growth, and
because we are a major exporter of capital goods we have been

particularly affected.
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Second, good harvests abroad have reduced the expected
demand for U.S. agricultural products in some countries.

Third, many of our leéding developing nation markets
are suffering from slow growth, in some cases because they
are undertaking stabilization policies to reduce inflation.
However, except in a few OPEC countries where our previous
share of the market may have been unsustainably high,
America's relative share in individual developing country
markets has not declined significantly. In some individual
developing country markets the U.S. share has actually
increased. We can trace the reduction which has occurred in
our share of developing country markets to the fact that our
best developing country customers have recently experienced
a slower rate of growth than the developing countries which
are the major markets for some other nations, in particular
Japan.

Apart from these cyclical factors, there are structural
economic, and psychological considerations affecting U.S.
exports. Why, for example, do the British and the Germans
export 25-30% of their GNP compared to our 7%? The answer
can be expressed simply: the size of their domestic markets
makes it important for them to export in order to sustain a

highly sophisticated, diversified industrial base. Exports
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are an economic necessity for these countries. This has
obviously not been the case for the U.S. Our massive
domestic economy is large enough to sustain our industrial
capacity in most sectors. It is therefore not surprising
that, in the past, exports have been looked upon by many
U.S. companies as "icing on the cake". 1In good times, when
domestic demand is high, our manufacturers often pay too
little attention to export opportunities. They are produc-
ing virtually all they can for domestic consumption. When
domestic demand declines, there is a greafer tendency to
look abroad for sales, but unless firms have carefully
cultivated their foreign markets, it is often difficult to
find ready buyers on short notice. In addition, American
firms sometimes find it difficult to justify the expense of
changing production runs to meet foreign needs and specifi-
cations, especially when foreign sales are likely to be a
relatively small proportion of domestic sales.

The attitude of U.S. firms toward exports is extremely
important. No matter how active the U.S. Government is in
promoting exports, there is no substitute for the willing-
ness of American companies to compete in international
markets on a sustained and active basis. Many do, and have
done exceedingly well as a result. But many have not yet

made the necessary commitment of effort or resources.
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The recent depreciation of the dollar against a
number of currencies should make it more attractive for
many U.S. firms to make such a commitment. The dollar's
decline has made American products more competitive in
certain markets. In addition, production costs in manu-
facturing in the U.S. have decreased since 1975 by about
5% on averade vis a vis costs in our OECD trading partners.
In view of these deQelopments, an investment of time and
talent in export markets can be well rewarded in many
sectors.

The U.S. Government can help by familiarizing American
firms with export opportunities and by facilitating their
efforts to take advantage of them. Evidence of a high
level of commitment within this Administration to this
objective is President Carter's message of January 19, 1978
to all U.S. Ambassadors. It stated that: "Trade expansion
is particularly important at the present time. Sales abroad
are needed to reduce unemployment and restrain protectionism
at home, and to improve the nation's balance of payments.

I ask that you, as my representative, ensure that a high
priority is placed on the trade expansion and other com-

mercial programs in operation at your embassy."
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Let me now turn to the U.S. export promotion program,
which is intended to give effect to this commitment and to
these objectives.

The U.S. Export Expansion Program

The U.S. export expansion program is a coordinated
interagency effort. Policies are jointly formulated by the
Departments of State and Commerce.

Domestically, the Department of Commerce and its network
of 43 district offices work directly with U.S. firms to
assist them in their exporting efforts. Abroad, the more

" than 200 diplomatic and consular missions of the U.S.
Foreign Service comprise the program'’s overseas action arm.
The export credit, loan, and guarantee programs of the
Export-Import Bank and the insurance programs of the Foreign
Credit Insurance Association complement the export promotion
activities of Commerce and State.

In carrying out its export promotion responsibilities,
the State Department performs five broad categories of
functions:

-- We provide Foreign Service Officers qualified in
economic and commercial affairs to conduct export promotion
programs. The State Department has roughly 900 economic-

commercial officers, 300 of whom are fully or principally
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engaged in commercial work. These officers work in the
Department and in our Embassies, Consulates and Trade
Centers abroad.

-- We provide our overseas posts with guidance and
assistance in managing their individual export promotion
programs. Thrity-seven Embassies in major commercial
markets abroad operate under a State-Commerce annual plan
called a Country Commercial Program. This management-by-
objective document establishes plans and programs for
efficiently utilizing our commercial resources to achieve
specific goals. Additional Embassies in smaller markets
target their activities and manage their resources under
a simplified type of annual plan called a Commercial Action
Program.

-- We coordinate with other U.S. Government agencies
to ensure effective export promotion assistance for the
American business community. For example, information
collected at Foreign Service posts is distributed in the
U.S. by the Department of Commerce.

-- At our posts overseas we assist visiting American
businessmen to establish appropriate trade contacts and to

resolve any commercial problems they encounter.
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-~ We assure that all activities undertaken under
commercial programs are consistent with overall U.S.
foreign policy objectives. This is adhieved through
frequent interagency meetings among senior officials.

The commercial activities performed by the U.S.
Foreign Service are aimed primarily at assisting firms to
enter and expand their markets abroad, giving special
attention to the needs of small and medium-sized companies.
Foreign Service posts provide these firms, through Com-
merce, with a continuing flow of reports on economic
trends and market developments, market research, trade
opportunities, major economic development projects, and
background financial and commercial information on
prospective agents, distributors and purchasers of American
products. In addition, the posts actively help organize
and promote U.S. trade and industrial exhibitions abroad.
They also arrange for foreign buyers to come to the U.S.
to visit American trade shows and visit American firms.

Ogr posts abroad also operate commercial libraries
and publish and distribute commercial newsletters to
provide the most important business and government buyers,
agents and end-users with current information on American

products, services and technology. These activities are,
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of course, in addition to the posts' ongoing assistance
to visiting American businessmen and to the resident
American business community.

In its scope, geographic coverage, and quality, the-
U.S. export expansion program compares with the best in
the world. It is designed to enable the U.S. Government
to provide the information and assistance needed by private
industry to undertake its own successful initiatives in
the international marketplace. We are constantly seeking
improvements in effectiveness and efficiency. Together
with the Department of Commerce, we regularly review and
evaluate our commercial programs. We also undertake joint
annual reviews of our overseas commercial staffing to make
certain we are allocating resources appropriately to
achieve our export expansion ébjectives.

To further improve our export promotion programs, a
joint Commerce~State inspection team last year recommended
a number of important changes in our commercial programs
and activities that both agencies are in the process of
implementing. These were'reviewed and discussed in March,
1977 by a subcommittee of the House Committee on Government
Operations. The Committee's report (No. 95-576) gave added
impetus to these recommendations in addition to presenting

its own findings and conclusions.
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State and Commerce have endeavored to be responsive
to the recommendations of the State-Commerce inspection
team and of the House subcommittee. For example, a new and
more flexible approach .to trade promotion is being
developed to assist American firms to merchandise their
products at major international trade fairs. The new
International Marketing Centers, now located in Germany
and Singapore, and soon to be established in France,
Italy and Australia, will provide the backstopping for
this new effort. In addition, the Inspection Team called
for improvements in State-~Commerce coordination of commer-
cial activities through reqular meetings between senior
officials of both Departments. These meetings have been
initiated, and State and Commerce have either already
implemented or are in the process of implementing many of
the other major recémmendations of the Joint Inspection
Team and House subcommittee aimed at improving our export
promotion programs. To help American businessmen better
understand the assistance that is available to them from
the State Department and the Foreign Service, State will
soon publish a brochure to supplement material already

available from Commerce.
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We are also learning from our competitors. For
example, we have adopted the British "automated trade
opportunity system" whereby domestic firms swiftly
receive computerized trade leads from Foreign Service
posts on a subscription basis. From the British, Canadians,
French and Germans, we have learned the value of encouraging
potential buyers to visit the U.S., although we do not
subsidize their‘travel as some of these nations do. From
the Japanese we have learned the importance of careful
market research and targeting of markets, so that we can
bring both government and private resources to bear in
promoting the sale of products which appear to have good
sales potential. And from our own private industry, we
have learned to apply management~by-objective techniques
to our commercial efforts.

Comparisons of the export promotion programs used by
other nations are difficult and complex. Recent studies
by the Department of Commerce and Congressional Research
Service of the Library of Congress, which are based upon
reports submitted by our Foreign Service posts and which
address this subject of competitor nation export expansion

programs, can be provided separately to the Subcommittee.
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Our review of these programs has convinced us that we
can learn still more from the commercial activities of these
nations. We intend to explore with the Department of
Commerce the possibility of adapting certain of the follow-
ing promotional techniques our competitors have found
successful;

-~ More extensive market research, either free of
charge or by funding a significant share of the cost. One
nation offers a "product exportability diagnosis" for new-
to-export manufacturers;

-~ Pay a greater share than we do of a company's cost
of participation in a govermment-organized trade fair, trade
mission, or trade center show abroad.

-~ Fund reverse trade missions and factory visits of
carefully selected foreign buyers.

-— Obtain the assistance of larger firms well estab-
lished in overseas markets in providing guidance and perhaps
warehousing facilities for non-competing smaller firms
wishing to enter the market.

The Role of Export-Import Bank

The Export-Import Bank is an important instrument in
our overall export efforts. As a part of this administra-

tion's positive approach to export expansion, the Eximbank,
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during the first quarter of the current fiscal year,

has already made direct loan commitments to the extent

of $760 million compared to $700 million for all of FY 77.
The bank's immediate goal is to support at least $12 billion
in annual exports from the U.s.

I want to examine how the programs which the U.S.
Export-Import Bank (Exim) offers to finance and facilitate
U.S. exports compare with similar programs abroad. Exim
is required by its statute to provide its loans, guarantees,
and insurance on terms competitive with the government-
supported export credit programs of other major exporting
countries. The Bank is, however, limited in two ways in
its efforts to be competitive.

First, as a self-sustaining institution, not supported
through government budgetary outlays, Eximbank must take
into consideration "the average cost of.money to the Bank".
In individual transactions it could lend funds at rates
below its cost of money, but over the longer term it has to
set its rates sufficiently high to enable it to pay its own
way. Second, Eximbank is instructed "to supplement and
encourage, and not compete with, private capital." The
greater the extent to which Eximbank lends on terms more
generous than those offered by commercial banks, the greater

the risk that it will in fact compete with private capital.
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Exim is not, however, required to compete with
export financing available abroad which is not government
supported. This is an important point, because at times
market interest rates in some countries will be well below
Exim rates and market rates in the United States. I doubt
that it is feasible or desirable for Exim to try to offer
rates competitive with private rates in such countries.

Exim says of its competition in its latest report to
the Congress that, "Eximbank believes that it offers long-
term financing support similar to--but not truly competitive
with--that available from France and Japan and is basically
competitive (except for some ancillary forms of support)
with that available from all other major official export
credit agencies."” In the medium-term financing area, Exim
believés it is "éenerally competitive...but still on the high-
cost side...." Exim believes that its insurance and guarantee
programs "are generally comparable to and competitive with"
those of its competitors.

I would»like to add to this several thoughts.

First, the great diversity of different countries'
systems of export credit makes comparison among them diffi-
cult. However, it appears that we have not 6fficially

supported as large a share of our exports as some of our
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major competitors. Looking only at direct and discount loan
authorizations during 1976~-~that is, excluding_guarantees
and insurance--data collected by Exim indicate that Canada
provided $728 million; the U.K., $1.2 billion; Italy, $1.5
billion; the U.S., just under $2 billion; Japan, $3.3
billion; and France $7.6 billion.

Second, interest rates in different countries are
determined by a number of factors. In some cases where
Exim's rates appear uncompetitive, this may be offset by
the likelihood of future appreciation of the competitor's
currency with respect to the dollar. This increases the
real‘cost of a loan in the competitor's currency.

Third, the export credit consensus--internationally
agreed guidelines to cover the export credit practices of
Exim and similar agencies abroad-~has as its objective the
reduction of wasteful official export credit competition
among the major noncommunist exporting countries. It
contributes to the accomplishment of this objective by, for
instance, establishing guidelines for minimum interest rates
and other conditions of export credit transactions. The
minimum interest rate of the first consensus caused some
adherents to raiée their rates, thus enhancing Exim's

relative competitiveness.
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In the new arrangement agreed to in February, which
will replace the present consensus, several features were
improved. The new arrangement, for instance, spells out
important conditions of transactions--interest rates, cash
payments, and repayment terms--in sufficient detail to close
existing loopholes. Further, it provides greater "transparency"
or knowledge regarding derogations or prior commitments of
other export credit agencies. This will help Exim to offer
more competitive financing while at the same time lessening
the risk that excessively generous terms will be offered.

In these ways the new arrangement should serve to strengthen
further Exim's relative competitiveness.

We believe continued efforts to strengthen the arrange-
ment are the best course to follow to ensure Exim's competi-
tiveness. In the meantime, Exim has recently begun to
offer its direct credits--with their fixed interests rates,
in contrast to the floating rates usually offered by U.S.
commercial banks--for greater percentages of the total
cost of U.S. exports in individual transactions. Exim has
also begun to lower some of its interest rates (in con-
formity with its statute and the consensus), to lengthen
repayment terms, and to provide some local cost support.

These steps should further improve its relative position.

27-039 O - 178 -5
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Impact of Changes to Internal Revenue Code on U.S.
Competitiveness Overseas

Section 911

It is not only our direct export promotion programs
which can have a significant impact on the ability of
American companies to sell their products and services
abroad. Tax considerations also play a role. Amendments
made in 1976 to Section 911 of the Internal Revenue code
significantly increased the tax liability of U.S. citizens
working overseas. The State Department has received
numerous reports from our Embassies and directly from U.S.
firms that many Americans will have to give up their over-
seas jobs because of the tax increase. The loss of Ameri-
can jobs overseas will have an adverse impact on unemploy-
ment in the United Stateé, will cut our service income
from abroad, and will hurt our exports. The GAO has'recently
concluded a major study of the impact of these tax changes.
In its report submitted to the Congress on February 21, the
GAO said that 88% of the many U.S. business officials inter-
viewed were of the opinion that the tax changes would result
in a least a 5% reduction of U.S. exports. In 1977, a 5%
reduction would have cost the United States $6 billion in

exports.
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On February 23, at hearings at the Ways and Means
Committee, the Administration proposed several changes
to the rules on taxation of Americans working outside
the United States. We believe these proposals provide
fair and workable rules which take into accéunt differing
circumstances encountered overseas. This system will
make American workers more competitive internationally
and will thus help American companies maintain and expand
their foreign markets. We are presently the only major
trading country which taxes the foreign earnings of its
citizens. We must make sure that this taxation does not
cripple the ‘ability of American businessmen to compete in
foreign markets.

Germany and Japan

I would like now to turn to the export promotion
efforts of two of our major competitors, Germany and Japan,
to explore some of their techniques.

Since the industrial revolution, it has been clear
to German leaders that a high level of exports was essential
to continued industrial growth and prosperity. After the
second world war, German industry was rebuilt with ‘the
most modern technology and éapital equipment available.

The results were predictable: high productivity, solid
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design and engineering, and the rapid re-establishment of

a world-wide network of agents, dealers and service centers.
These, coupled with an energetic and disciplined labor
force, imaginative and capable management, and a largely
unfettered free enterprise system, brought about the Ger-
man economic miracle.

Exports were given further impetus by a German mark
that was undervalued during the first two decades after
the second World War. This enabled German products to
compete very effectively in terms of price in international
markets. Revaluation of the mark and rising costs in Germany
have caused prices for German gﬁods to rise significantly
during the past few years. But the export base had already
been laid. Overseas dealers were in place. Many foreign
buyers were and are convinced that German engineering, on-
time delivery and after-sales service were unbeatable. The
price of German products was often a secondary factoF.
Exports have therefore continued to increase.

Given such a dynamic economy and energetic private
export efforts, the German government's export promotion
program has had relatively little to do with German success
in foreign markets. Official trade promotion efforts are

largely peripheral to the achievements of private industry.
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They are designed to facilitate the efforts of business,
essentially through industry's own resources. Trade
associations and German Chambers of Commerce in overseas
markets undertake market research for German firms, usually
on a reimbursable basis. Advice and guidance on how to
enter an overseas market is freely given by the Chamber

to German firms new to the area. The same Chambers provide
assistance to foreign firms that wish to enter the German
market by providing marketing information, business con-
tracts, trade leads and the like.

Policy guidance to the Chambers is provided by German
diplomatic staff abroad; however, most of these officers
devote their time primarily to economic analysis and report-
ing. A small domestic staff coordinates German participation
in international trade fairs, but the German business
community is the major force in initiating and managing such
participation.

The lesson to be learned from the German experience
is that government assistance, as helpful as it may be at
“times, is less important than the existence of an export-
oriented business community that gives high priority to

producing products in demand abroad, vigorously goes about
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merchandising these products, builds a well organized
network of overseas dealers and agents, and prpvides
on-time delivery and good after-sales services to its foreign
customers.
Japan

The relationship between exports and growth in Japan
is frequently overstressed and oversimplified. Granted,
Japan's almost total lack of raw materials requires it to
import vast quantities of vital commodities. There is a
corresponding awareness of the need to export in order to
finance these imports, and a special concern about exports
Qhen, as in 1973, 1974 and 1975, Japan had a trade deficit.
Nonetheless, Japan's exports as a percentage share of GNP
amounted to only 14% in 1976, up from 12% in 1970. Japan's
dependence on exports is consequently far less than that
of many other countries. During this six year period Japan's
GNP has grown in real terms by about 28%. Clearly, more
lies behind this large growth in Japanese GNP than the 2%
change in dependence upon exports.

A key factor in Japan's economic success has been
its industrial policy. After the war, the government
selected key industries--notably heavy industries and

chemicals-~as essential to national development. These,
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and a few others selected later (automobiles in the 50's
and computers in the 60's) received favorable government
treatment, including protection from import competition.
Because Japanese corporate financing relies heavily on
borrowed rather than equity capital, the Bank of Japan has
been instrumental in channeling funds to favored sectors.
These sectors have thrived; many are now exporters and
indeed have predicated their expansion on growing export
markets. Some of the big industries initially received
export incentives, but these have been phased out.

The collaboration between government and industry takes
place in a uniquely cooperative spirit. For example, even
the most favored sector is not exempt from environmental
controls, but the decision to undertake the controls and the
mechanisms for enforcing them are worked out in advance
through long and patient négotiations. For instance, the
Japanese auto companies and the government worked out an
environmental standard and a timetable which allowed imple-
mentation without severe economic dislocations or uncertainty.

Antitrust and anti-monopoly practices in Japan differ
significantly from those in the United States. The Japanese
Government does not view competition as essential but rather

as one of a number of industrial policy tools. Enforcement
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of the law allows a degree of selectivity, and there are
special exemptions in the national interest. Export
cartels are common. The Japanese have taken the view that,
as trade is liberalized, domestic companies must be large
enough to be competitive with U.S. and European firms.

The direct export promotion efforts of the Japanese
government are shared among a number of ministries, includ-
ing the Ministry of Finance, the Ministry of Foreign Affairs,
and, most notably, the Ministry of International Trade and
Industry (MITI). MITI has the principal role in trade pro-
motion policy. |

For fiscal year 1976 the MITI budget for export promo-
tion activities was $44.5 million, almost exclusively
concentrated on manufactured goods. (In this country,
the Departments of Sgate and Commerce spent approximately
$41 million.) Of this total about $500,000 was used to
encourage firms to export, $14 million was allocated to
economic and trade research, information services and
support for export associations. The balance, $30.4 mil-
lion, was direct support for the Japan External Trade
Organization (JETRO), which has semi-autonomous responsibility
for most export development activities. The MITI subsidy

is 48% of JETRO funding. The rest comes from local
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governments and dues paid by nearly 5000 firms and
organizations affiliated with JETRO. The functions of
JETRO are not all export related, however. Iméort develop-
ment and assuring raw material supplies account for some

of JETRO's activities.

Initially founded to assist small and medium-size
firms in becoming more export-oriented, JETRO is now much
more active in assisting the various Japanese trading
companies. It is in the early exchange of information about
potential markets that a great deal of JETRO assistance is
provided. JETRO will undertake a study of a particular
market, outlining standards, special requirements, or other
market information and then make such a study available to
all potential firms.

New-to-market firms, or domestic companies seeking
to export would in all likelihood be referred to the
trading companies rather than encouraged and assisted in
their efforts to go it alone. The trading companies in
turn’ provide unique advantages to these and established
Japanese exporters. In smaller export markets, a single
firm can supply almost any product that a customer desires.
Service is quick (as a result of highly developed communi-

cations networks), but efficient (because of coordinated



70

scheduling) , and low cost (because trading companies are
low-margin high-volume traders with in-house banking and
credit services).

However, where there are large markets for specific
products, producers will often bypass the trading companies
and establish their own sales and distribution operations.
Autos and TVs in the United States are examples. It should
be added, of course, that the major export successes of
Japanese firms are the result of the skills, energy and
commitment of time and personnel of the firms themselves. It
is they who must design, sell and service products effect-
ively enough to convince people to buy their goods. Govern-
ment support is helpful but not the key factor in deter-
mining export success.

While the Japanese economy at home is not as strong as
its extraordinary export performance would have ﬁs believe,
Japan's competitiveness has reached the point at which it
'should feel more comfortable about permitting greater access
for imports from abroad. Increased access to Japan's market
will not dramatically increase imports overnight, but
reductions in tariffs and non-tariff barriers, and improve-
ments in the internal distribution system, will be important
steps in the right direction and will contribute further to

Japan's internal and international success.
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The recent Strauss-Ushiba agreement demonstrates
that Japan will participate more fully and positively in
the international trading system and intends to play a
role commensurate with its influence on the world economy.
A joint U.S.-Japan effort has been organized to bring
Japanese buyers to the United States. We and the Japanese
have also established a Joint Trade Facilitation Committee
to consider problems of U.S. exporters whose products face
difficulties in entering the Japanese market. A Joint
Study Group is also identifying new export opportunities.

Japan is a good ally, a solid friend and an important
economic partner of the U.S. Our trade problems are being
dealt with in this context. They should not, however, be
expected to go away as the result of one declaration or
policy action but as the result of a series of steps taken
by Japan in close consultation with her economic partners,
to improve access to and growth of the Japanese economy and
to strenghten the world economy, on which we all increasingly
depend.

The European Economic Community (EC)

This Subcommittee also asked about the European
Economic Community. One of the major reasons for the
establishment of the European Community was, of course,

to promote trade among its members by eliminating tariff
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and other barriers within the Community. To a large
degree, this goal has been accomplished. At the same time,
the growth in economic prosperity within the EC has made
;he Common Market one of the largest consumers of goods
produced in other areas of the world, including the U.S.
In 1976, for example, EC countries imported approximately
$343 billion worth of goods, with about half originating
outside the Community and half resulting from internal
trade. Thus, while providing a ready market for goods
produced by its member nations, the EC is a major and
growing importer of goods from countries outside the EC
and is a positive factor in the growth of world trade.

The existence of the European Common Market by defi-~
nition promotes trade among its members. The major factor,
of course, is the elimination of tariffs within the com-
munity. Italy, for instance, can export to Germany without
payment of customs dutie$, border taxes and the like. 1In
addition, the members of the Community enjoy close tradi-
tional economic links, which facilitate shipping and
servicing of goods, and make it relatively easy to establish

international dealer networks within the Common Market.
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Another factor has been the growing harmonization
of standards within the community, a development which
also makes it simpler for both EC member states and
outside countries including the U.S. to take advantage
of the large EC market. In the past few years, the
Community has made considerable progress in formulating
standards for selected industrial products with the result
that a total of more than 100 directives have been issued
by the Council which will eventually become binding on
members of the Community.

A less obvious but quite important factor in promoting
trade within the community is the tendency on the part of
member governments to purchase, whenever possible, goods
made within the community if they meet their specific needs.
This has been especially true in the field of government-
purchased telecommunications equipment, where manufacturers
within the community have been favored over outside producers.
Our Foreign Service posts carefully monitor this situation
and provide direct support to American suppliers who may
be adversely affected by it.

The European Community itself does not provide
assistance to member nations in their export promotion

activities. Each country is free to choose for itself the
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promotional activities it wishes. Nevertheless, the

close trading links between member nations frgquently

make it possible for firms located in different member
countries to join together in consortia to bid on over-
‘seas contracts. Antitrust policies in effect within the
EC do not generally apply to trade with nations outside the
community.

The trade creation impact of the common market has
generally been édvantageous to the U.S. As a whole, the
community is the world's largest importer of U.S. products.
In 1976, the nations of the EC imported over $27 billion
from the U.S., (inéluding agricultural products). Many
American firms have found that by establishing production
facilities within the EC, their competitiveness has been
further enhanced. Repatriated earnings on these invest-
ments, plus the export from the U.S. to these firms of
capital equipment, have been major sources of income and
jobs for this country.

Developing Countries

For the most part developing countries do not now
compete with U.S. éxporters in overseas markets. The
bulk of our exports are farm products, raw materials,

aircraft, and sophisticated goods such as computers,
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chemicals and machinery. Developing countries, by
contrast, export consumer products like apparel, shoes,
small appliances and hand tools along with raw material
and semi-finished goods. U.S. exporters rarely have
complained that the developing countries are subsidizing
exports of competing products to third country markets.

In 1975, manufactured goods constituted only 343%
of total non-oil developing country exports. If textiles,
shoes, and other consumer goods are subtracted from this
figure, the remaining component of manufacturing exports
of developing countries is only 20% of the total. While
developing countries are, like the U.S., substantial food
exporters, most of their food exports are tropical products
compared to United States food exports of temperate crops
like corn and wheat.

The subsidy practices of developing countries vary
widel&. Those developing countries, particularly the more
advanced Asian and South American nations, which offer a
variety of export subsidies, do so to attract capital, to
make up for poorly developed infrastructures, to stimulate
regional development and to pgrmit local firms to survive

until they reach economically viable production levels.
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These countries often provide advantageous financing for
exports and sometimes preferential financing for the
establishment of export producing plants. The tax codes of
a number of developing countries allow special tax credits,
deductions, tax deferrals and depreciation for exporting
companies. Developing countries seeking economic growth
through trade frequently permit duty rebates for machinery
and materials used in production for export. Some offer
firms cash bounties based on export performance, or use
multiple exchange rates to subsidize exports.

Brazil is one of a number of developing countries which
employs export subsidies. On export transactions, it offers
credits against taxes on industrial products and the circu-
lation of goods. It likewise provides partial exemption
from payment of the industrial products tax and import
duties on machinery purchases dependent on export perform-
ance. It also gives tax relief on equipment and earnings to
certain new industries and to industries in economically
depressed areas. Finally, Brazil provides preferential
financing for export transactions.

Though Brazil is a large, advanced developing country,
its export subsidies do not now seem to pose a major problem
for U.S. exporters, although there have of course been some

countervailing duty cases in the U.S. market. Five primary
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commodities-~coffee, sugar, iron ore, cocoa products
and soybean products-~comprise $5.7 billion, or 56%, of
Brazil's 1976 exports of $10 billion. Brazil exported
over $50 million in only three industrial categories--
shoes ($100 million), motors ($62 million), and radios
($62 million).

Nevertheless, the problem of LDC subsidies affecting
our exporters is likely to grow as developing countries
progress and press their comparative advantage. The U.S.
recognizes that most developing countries cannot at this
time be expected to adhere strictly to the same trading
rules that govern more industrialized nations. As develop-
ing countries advance, however, we expect them to accept
the obligations of stronger economies and so to phase out
subsidies and other trade distorting practices.

The Trading System and U.S. Exports

‘A key factor in expanding U.S. exports is an inter-
national trading system which is open and fair. The
system'established after World War II, based on the GATT,
has resulted in a dramatic expansion in international
trade. In order to further reap the benefits of liberal
trade policies, the U.S. and other countries launched

the "Tokyo Round" of trade negotiations in 1973, These
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are now moving toward an advanced state. A successful
MIN, in which tariffs and other barriers to trade are
reduced, will improve the competitive position of U.S.
exports and likewise benefit other nations as well.

Other changes in the international trading system
will also be beneficial. The answer to the exaggerated
charge that the existing trading system is outmoded lies
not in abandoning the system but in improving'it. In the
MTN we consequently seek not just a substantial reduction
in tariffs but international agreements on a number of
non-tariff measures, which are now at least as important
as tariffs in restraining trade. These agreements would
provide for greater international discipline and fairer
procedures.

Of particular importance to the U.S., and particularly
éhis Subcommittee, is agreement on a new code governing
the use of subsidies and countervailing duties. Many
countries use domestic subsidies, such as regional develop-
ment aids and government aids to industry and agriculture,
for legitimate national objectives other than trade. We
hope to agree on a mechanism to deal with the damage that
such subsidies may cause to the economic interests of other
countries. We are also working to tighten existing agree-

ments among the trading nations regarding export subsidies
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of non-primary goods, to update the 1960 illustrative
list of prohibited practices, and to improve international
discipline over these practices.

Agricultural subsidies are an especially difficult
problem. Most major trading nations including ourselves
maintain complex systems of agricultural subsidies and
production and price controls. In this area we hope to
reach agreement to limit the trade damage that results
from the export of subsidized agricultural products.
Conclusions

The primary determinant of a nation's success in
exporting is the existence of a substantial number of
highly motivated and competitive domestic industries
which are vigorously engaged in seeking out and exploiting
sales opportunities in overseas markets. Of importance,
too, are government policies that provide assistance to
the export sector or, at the very least, do not impede
the activities of private industry iﬁ its quest for over-
seas sales. All of this assumes a relatively free and
open international market which is the sine gua non of a
thriving export sector, which is why efforts to avoid
import restrictions and to assure a successful Multilateral

Trade Negotiations take on vital importance.



80

Government export promotion programs can help assure
that information on foreign markets and firms is available
to present and potential exporters; that opportunities are
available to exporters to display their products abroad; and
that exports are not unfairly discriminated against by
foreign governments. But export promotion programs of this
or any other country cannot be very effective in the absence
of a commitment by the private sector itself to aggressively
seek overseas markets.

This country is strengthening its efforts to improve
the ability of its industry to export. As indicated, the
Department of Commerce is actively and very effectively
engaged in making industry more aware of the sales oppor-
tunities abroad and assisting it to take advantage of market
opportunities. The State Department is strongly supporting
Commerce with its network of foreign posts, knowledge of
foreign makrets and officials, and considerable experience
in this area.

We also regard the efforts of the Export-Import Bank to
expand its export financing activities as a key element in
the Administration's attempts to convince American firms to
sell more abroad. The Eximbank is moving dynamically to
provide necessary financing to help U.S. firms to move more’

rapidly into foreign markets.



81

Although much is now being done to improve ocur export
performance, this Administration is searching for new and
more effective ways to accomplish this important objective.
I have already mentioned Commerce's export awareness pro-
gram, the important efforts that-are being made at Geneva to
further reduce tariff and non-tariff barriers; the export
promotion techniques that we have borrowed from our trading
partners and other techniques that we might consider.

What more might be done? One could p;ovide an almost
endless list of ideas, and clearly improvement is possible
and desirable. We welcome this subcommittee's views and
recommendations. There is a good argument to be made that
the present level and mix of U.S. government trade promotion
efforts are about right in terms of what government-sponsored
programs can be expected to accomplish. In the American
tradition, these programs are designed mainly to facilitate
and encourage private industry to take the lead itself in
expanding its exports. But new approaches will be closely
examined. In the final analysis, however, it is the private
sector that must make the commitment and take the positive
steps necessary to improve the export performance of this

nation.

3/6/78
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Senator Stevenson. Thank you. You indicated that the Japanese
and I think some other countries don’t spend a great deal to promote
exports, but isn’t that because they have trading companies, because
they have production subsidies, and they are just more oriented to
exports than we are, and because in general the relationship between
industry and government is much more cooperative than it is in the
United States, and they are supported in other ways, some of which
Mr. Moore was mentioning a moment ago? .

Mr. Hormats. Yes. I think in the case of Japan, there is un-
doubtedly a greater degree of cooperation between industry and gov-
ernment. We have not seen evidence that subsidies are a problem. As
a matter of fact, I have seen very little, if any, evidence that there are
subsidies provided by the Government of Japan to Japanese exports.

There are, of course, arrangements whereby individual Japanese
firms in preferred industries will be able to perhaps borrow more
easily, not necessarily at subsidized rates, but just having better access
to capital. I think the investment is made in primarily by the com-
panies themselves in the export market. There is, as Mr. Moore has
pointed out, a thriving export financing operation in a number of
these countries. But I think when one looks at the fundamentals, the
more determinative factor is that the companies themselves have in-
vested vast amounts of resources. To be sure, export financing encour-
ages them to do so, but it is not the determinative factor in most cases.

Senator SteEvENsoN. Isn’t our export mix changing? If current
trends are projected for say a decade, wouldn’t we be acting like &
LDC, exporting raw materials, food, and importing technology ¢ Isn’t
that the direction in which we are presently headed? The manufac-
tures, for example, are leveling off as a part of our exports.

Mr. Hormats. I think it 1s clear that in a number of areas our
import dependence on particular manufactured goods is, indeed, in-
creasing. Textiles and shoes are more obvious cases, but steel, of
course, is also one where we are increasing our dependence over a long
period of time. It is not that sharp an increase, but over a period of
20 years, a larger share of our market is comprised of imports in some
sectors.

But, on the other hand, we are moving up the so-called product
ladder. And while we might import more goods of a more labor-
intensive nature, more jobs in a properly growing economy will be
created in higher technology, higher productivity areas.

I think the determinant of whether we are going to be able to adjust
to growing imports in certain areas, is whether we have an economy
which is growing at a rate rapid enough to create new investment
and new jobs in more productive areas of the economy.

We are still, in the high technology areas, a major exporter. In
chemical products, airplanes, and similar high technology goods and
capital equipment, we are a major exporter. I think there is always
a tendency to see us as going out of certain areas, with no other sec-
tors to take up the slack. But I dont think that 1s the case in a dy-
namic economy.

Senator StevEnsoN. Yesterday, Mr. Strauss is reported as saying
that the decline of the dollar might delay a successful conclusion of
the multilateral trade negotiations. :
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Has the depreciation of the dollar fueled protectionist sentiments
and measures abroad, and export support abroad? Do you agree with
what he said ¢ . . )

Mr. Hormats. Well, I think there are two factors involved in this
problem. One is the uncertainty created, a point you alluded to earlier
in this hearing, by the volatility of the dollar. The dollar is the major
reserve currency; most transactions in the world are in dollars. And,
therefore, it is logical to assume that movements in the dollar create
uncertainty. The movement of the dollar, though, vis-a-vis some cur-
rencies, is in a number of ways a rather logical thing. If you look at
the U.S. deficit compared to the surpluses of other countries, it is
logical to assume that the dollar would be moving in the opposite
direction from the currencies of those countries.

I don’t think, however, that the movement of the dollar has led to
a new burst of export subsidies, or import restrictions. )

There are concerns, of course, that the declining dollar will make
American goods more competitive in the world, and consequently de-
crease the competitiveness of goods of other countries. But I have
not seen any evidence of measures taken to retaliate against that
prospect as of this point. In part I think it is because a number of
people recognize that the movement of the dollar has probably over-
shot the market, and I think they expect at some point a recovery of
the dollar. At least there is every reason to believe that will happen.

Senator SteveEnson. How do you and the State Department feel
about the possibility of mixed credits that Chairman Moore and I
were talking about a moment ago?

Mr. HormaTs. Well, I think that there are clearly some difficulties
in providing mixed credits. A number of them were brought out by
Chairman Moore. There has, however, been an intriguing idea circu-
lated around, which is a softer window of the Export-Import Bank.
You are probably familiar with that concept. It is a debated point
within the executive branch.

My own feeling is that while I have not personally done any analy-
sis as to how it would work, or how effective it might be, I think that
there are a number of countries for which this sort of window would
be somewhat attractive.

There are a number of developed countries, for instance that should
and can take credits on hard terms, normal Exim terms. There are a
number of other countries that can’t take credits, except on very very
soft terms—those provided by AID. There is a small category that fits
somewhere in the middle, to whom this would be an attractive and
appropriate type of financing.

The only problem is, of course, that it would require a subsidy, be-
cause the terms would be below the going rate of interest. I think one
has to trade off the benefits in terms of perhaps increased exports to
that middle group of countries, vis-a-vis the need to provide what
coould be rather substantial subsidies to make up the differences be-
tween the lower rates of interest they would get and the market rate
of interest.

So I honestly have not.done enough work to give you an informed
judgment. But I think we ought to look into that.

Senator STEVENsON. I was going to say, if you could, and soon, be-
cause we have to report Exim authorizing legislation, as you know,
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by the middle of May. If we could have the Department’s thought on
this proposition well before then, it would be helpful.

Mr. HormaTs. Yes, sir. ‘ .

Senator Stevenson. Have you read Humphrey-Hawkins ¢

Mr. Hormars. I have read summaries of it, but I wouldn’t pass
myself as an expert. .

Senator Stevenson. Don’t rely on the summaries. I can’t recom-
mend it for bedtime reading, but as a representative of the State De-
partment, I commend it to your attention.

Mr. HormaTs. If I could make a point related to the remarks you
made earlier, the remark about the bill’s failure to focus on exports,
which is extremely well taken. If you look at the increasing percent-
age of exports in the U.S. gross national product, exports have grown
at a much more rapid rate than increases in the U.S. gross national
product. And, looking at a bit of history, one of the major boons to
American growth over the last several years has been the resurgence
of the economies of Germany and Japan and some other countries
in Western Europe. One has to look at the future in terms of the
prospects of some of these middle-income countries, that are really the
growth areas of the future. And I think that in trying to figure out
a strategy, which is going to couple our efforts to increase growth at
home with a strategy to increase growth abroad, the developing coun-
tries require particular attention in this area.

There was a good study done by the Joint Economic Committee, by
Van Dorn Ormes, about & year or a year and a half ago, which related -
directly our ability to create jobs at home with the thriving export
market and particularly in developing countries. This is certainly
something that has to be factored in if we are looking at job creation
in a broad sense. '

Senator Stevenson. I think the whole bill has its grosser aspects,
but as a bill, the primary purpose of which is to create jobs, and
which totally ignores the effect of exports on jobs, it is, to say the
least, deficient in one respect. That may be just an oratory exercise by
the Government that will come and go without any adverse conse-
quences, except for the innocent people who are unemployed in the
country, and who are being led to believe that it will create new job
opportunities. That is my principal concern about that legislation, it is
capable of working a deception on innocent and suffering people.

I guess we are going to have to stop, if this hearing is ever going to
end. We may have some additional questions for you for the record.
We would be grateful to you for answering them in writing.

Thank you very much. -

Our next witness comprises a panel. They are: E. J. Frank, Parker-
Hunter, Inc., Pittsburgh, Pa.: Richard Hammer, Special Committee
on U.S. Exports, from Price Waterhouse & Co., New York; Thomas
Hammer, assistant director for national affairs, American Farm Bu-
reau; and Peter McCloskey, president, Electronic Industries Asso-
ciation.

Gentlemen, I thank you for your patience, and I will invite you, as
I have the others, to summarize your statements if you will. I have to
%gavek};ere by 1 to be on the Senate floor. Shall we start with you, Mr.

rank?
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STATEMENT OF E. J. FRANK, VICE PRESIDENT, PARKER/HUNTER,
INC., PITTSBURGH, PA.

Mr. Franxk. I am going to find it rather difficult to brief my state-
ment. I didn’t know this was the structure. I think what I have to say
will take only about 12 or 13 minutes.

Senator STevENsoN. Let’s make it a short 12 minutes, if you can.

Mr. Frank. So many of the points that were mentioned this morn-
ing I think I have contained in the statement. And one of the first
points was about the economists from our Western World who are
interested in international trade, monetary and fiscal policy, unem-
ployment, welfare and energy problems, have a great deal to learn

- from Japan, but they have very seldom undertaken serious study of
what is really happening there.

Most of the work that has been done on the-Japanese uses our
Western concepts of rationale, and completely misses the target
when we come up with our estimates and answers.

The Japanese like to say that theirs is an unplanned free enter-
prise economy, but in our Western terms, it is not. It is consciously
designed system of a different order. The ultimate responsibility for
industrial planning, for deciding in which direction Japan’s indus-
trial efforts should go, and for fostering and protecting business
as it moves in those directions, lies with the Government. Business,
banking, and the Government are all on the same team and broadly
function as a partnership to implement the policies and plans of the
Government.

Government agencies, such as the Ministry of Finance, the E.P.A.,
and M.L.T.I., which design and administer Japanese economic policy,
are staffed by some of the most brilliant young men in Japan, and this
is one of the reasons why “administrative guidance” in Japan works.
The brightest graduates from Japan’s universities throng to get into
the civil service for a good reason: It is the golden road to the top,
not only in the civil service itself, but in banking, industry, and
politics as well. Today’s top men in major companies, banks, and busi-
ness houses were civil servants not too many years ago.

Group loyalty is a deeply ingrained Japanese characteristic. An
employee’s main duty is to the interests of his group or company,
and he always remembers that behind that lies the interests of the
greater company of Japan. Japan’s economic policy has been and
1s still expansionary. Investment in the capital sector of the economy
has been at levels approximately 80 percent of the GNP compared
to 9 percent in the United States. Included in the expansionary
philosophy is the concept of full lifetime employment which offsets
the need for elaborate welfare and unemployment compensation pro-
grams. In their system, unemployment is exported. ’

The job of government is to use every resource of fiscal policy,
monetary policy, and administrative planning to insure that high
levels of investment are continually maintained.

T have in the written text shown how this high investment which is
termed “forced draught investment,” is initiated and carried out. We
can reflect on that later.

. The main part the Government plays in maintaining a balance
between expansion of capacity and increasing productivity is their
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push toward automation. If Japan has any advantage internation-
ally, aside from their system itself, it is Japan’s cost of labor, which
is by design kept low. How they operate their Government and do
things, like manage their balance of payments, I will skip and get
to the point you were on earlier this morning.

Prior to World War II banking and business was carried on by
controlling groups called the Zaibatsu. During -this period there
were three or so major groups: Mitsuibishi, Mitsui, and Sumitomo,
and perhaps also Yasuda. Today, the number of these groups has
expanded considerably, with perhaps 25 to 30 large bank-dominated
groups and multitudes of smaller ones.

These bank-led groups are difficult to comprehend, since no other
nation in the world has this form of organization. Each group con-
sists of banking interests, trading houses, and a multiplicity of in-
dustrial concerns representing a variety of products.

The banks do the financing, the trading houses do the purchasing,
marketing, carrying of inventory, market research and on, while
the industrial concerns produce the products. In turn, the unit is
supported and controlled by the Bank of Japan and a variety of
Government agencies.

Japan’s continuing investment boom is financed by the Bank of
Japan, which controls the creation of money by the commercial
banking system, and the commercial banks then provide the neces-
sary credit to the trading houses and industrial concerns in their
groups.

The Japanese are offering American business 180-day terms, or
products on consignment. In the terms of steel, this means a discount
of $18 to $20 a ton. The steel industry, I think, is one of the best
examples to illustrate how the Japanese system works.

Right after World War II Japanese planners chose steel as a
target industry. Other industries chosen, but with slightly less em-
phasis, were coal, electricity, and shipping. Today, there are a
great many others, such as autos, petrochemicals, but steel con-
tinues to be considered the “rice” industry.

The metal, steel, is regarded by the Japanese as the most critical
material for industrial development. Without a reliable domestic
supply of steel, they believe as a nation they cannot economically
manufacture the necessary key capital goods and develop strong
components in other areas of the economy. Steel exports, both direct
and indirect, have been Japan’s most important source of foreign
exchange.

One of the prerequisites of building a strong domestic steel indus-
try has been to maintain a protected home market. This has been
easy for the Japanese to accomplish because of these nature of the
Japanese marketing system, which effectively precludes the entry
of foreign products not required for a particular purpose.

As a target industry, the Japanese GGovernment eliminated the
conventional problem of capital formation which at best is a slow
process in the United States. The Japanese steel industry enjoys
virtually unlimited capital availability which permitted it to expand
from less than 1 million net tons of steel production in 1946 to
approximately 153 million net tons of raw steel capacity at the end
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of 1977. To support this growth, the Japanese steel industry has
relied heavily on leverage and has a debt-to-total capital ratio
approximating 85 percent. This compares with the current U.S.
industry average of approximately 28 percent.

The Japanese have access to the money markets in other countries
even at times when the domestic industry in that country finds it
difficult to borrow.

As an example, in 1977 a major domestic steel company in the
top 10 found it impossible to borrow funds. This was due to the
fact that its debt-to-equity ratio was on the high side of the U.S.
industry average at 38 percent. The company’s net profit margin
was a meager 1 percent based on its 1976 annual report.

During this same period, a Japanese steel company, one of the
big five, encountered no difficulty in borrowing funds in the United
States. This was accomplished despite the fact that the Japanese
steel company had a debt-to-equity ratio of approximately 90 per-
cent, and its net profit margin approximately 7 percent. The differ-
ence in results was due to the fact that the Japanese company’s lead
commercial bank guaranteed the loan. The commercial bank, in turn,
is supported by the Bank of Japan.

As of March 81, 1977, a variety of Japanese companies had bor-
rowed $1,216,400,000 from major U.S. banks. Nippon Steel alone
borrowed $288,100,000 in the United States, or 5.8 percent of its
total debt. It borrowed another 5 percent of its total debt in Europe,
all guaranteed by the Japanese banking system, a luxury U.S. com-
panies do not enjoy.

A larga major trading company in Japan with current sales
approximating $35 billion can play a most unique role which pro-
vides all Japanese industry with an advantage in international
trade that cannot be matched by its trading partners, particularly
the United States.

As an example, during 1974 steel consumers around the world
were willing to pay as much as $600 per ton for steelplate produced
by the steel company in the trading companies group. The steel
company, during this period of prosperity, had a net profit margin
of 114 percent and the trading company had a net profit margin
of 1.7 percent. .

In the following year, 1975, the same trading company offered
steelplate at prices below $200 per ton. The 1975 profit margin of
the steel company remained at 114 percent and the trading company
1.7 percent.

Huge profits were made in 1974, but were not reflected in any
of the profit-and-loss statements. The steel company, over and above
its modest profit, received a tax-free credit on the books of the
trading company to be used at some future date. Some of the profit
on steel was also used by the trading company to offset losses in
other areas. In 1974 this same trading company was selling textiles
provided by a company in its group at 30 cents on the dollar, and
was discounting steel to the automotive company in the group to
make them more competitive. During 1975 when steel prices were
down, the steel company was able to sell product below cost. The
obvious operating loss could be offset by a withdrawal from the

»
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reserves built up in the prior year. The ability to sell steel at any
price stabilizes volume, thus enabling the steel company to maintain
full employment. In this case, the unemployment was exported to
the United States.

The trading companies are sales-oriented and through the years

developed ways to generate indirect volume for its steel industry
internationally. Of particular interest is the area of fabrication
which includes bridges and fasteners to name a few.
- The Japanese are pursuing bridge fabrication markets in the
United States. The overall capability of their system makes it im-
possible for U.S. firms to compete. An an example, the Japanese
were just awarded a contract, with a bid of $41,800,000 to fabricate
a bridge in Luling, La.

The lowest U.S. bid of $62,933,000 was entered by the American
Bridge Division of U.S. Steel. Analysis would reveal that the Japa-
nese bid barely covers the cost of material. Continuation of this
practice will force many American fabricators out of business.

In the past 12 months the Japanese have taken well over 30 per-
cent of the bridge market in the United States. It is estimated that
in 1978 it will run between 50 to 60 percent of the market. Ironically,
during the boom of 1974, when U.S. bridge fabricators enjoyed an
unprecedented volume of orders, job completion was delayed due
to shortages. Although the steel market was tight, steel was avail-
able usually at a high foreign price, but we couldn’t get domestic,
because we didn’t have the capability, but fasteners were impossible
to get. The U.S. capability to produce fasteners had been eroded in
earlier years as a result of unfair pricing policies of our foreign sup-
pliers. Currently foreign imports account for over 50 percent of our
source of supply. U.S. fastener companies are continuing to drop out
of business, I believe so far four in 1978, making the United States
yet more dependent upon unreliable foreign sources of supply.

This is an excellent example of a foreign producer buying a
major portion of an American market. It also lends credibility to the
argument that the loss of such productive capability poses a great
threat to our national security.

Energy prices have created problems for industrial nations around
the world. The Japanese have devised programs and ways to par-
tially take advantage of a bad situation. The steel industry 1s a
major beneficiary of the Japanese energy requirements for which
its pay cartel prices approximately $14 a barrel. According to a
recent study by I.V.M. Inc., who worked on the Gilmore dumping
case for over two years, and have great detail on it, they state that
in the Japanese system the steel industry is only charged $6 to $7
per barrel. This allows the steel industry a cost advantage with
which it can generate export volume which contributes to Japan’s
favorable balance of trade which enables it to cover the costs of its
energy requirements.

The same may be said for electrical power. The Japanese steel
industry is the recipient of a huge discount from true power costs
in Japan. The cost of producing electrical power in Japan, using
Mid East oil, is three to four times that of U.S. utilities using coal
in the steel-producing areas. Yet the Japanese steel industries power
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costs are equal to or lower than its United States counterpart. This
clearly demonstrates the favor position given to the Japanese steel
industry by its government. .

I just completed a study on a malting company that eventually
goes to beer. All beer is is energy, barley and water. They can buy
the barley in the United States, buy the oil in the Middle East, use
their own water, subsidize the energy in Japan, and beer is coming
in on the West Coast below American costs. That is another use
of the energy program.

The U.S. reference pricing system, which is based on Japanese
costs of production, does not recognize the aforementioned export
aids. Nor does it consider any of the other advantages provided by
the Japanese system itself.

The Japanese system itself, that includes the trading companies
playing all sorts of games, discounting and so on, to compound the
problem, other nations, including developing nations, understand
the Japanese concepts and are beginning to emulate them in world
trade.

By design, the Japanese are well on the way to dominating the
world steel industry by 1985.

In the process, our domestic steel industry fabricating industries
are slowly being destroyed as evidenced by massive layoffs and plant
closings despite our cost competitiveness. I think there were 70,000
unemployed steel workers in 1977.

So far the U.S. Government has documented and has turned over
$100 million in payments in this area. The unions themselves said
the $100 million would have been much better spent in new plant
and equipment.

Unless the U.S. Government acts in response to this challenge,
and offers counter actions to insure the stability and growth of its
own basic industrial capabilities, our Nation’s future competitiveness
in domestic as well as world markets will continue to deteriorate.

[The complete statement of Mr. Frank follows:]
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STATEMENT
OF
E. J. FRANK

VICE PRESIDENT, PARKER/HUNTER, INC.

JAPANESE GOVERNMENT AND BUSINESS

AN OVERVIEW

JAPAN'S REMARKABLE SYSTEM OF ECONOMIC PLANNING AND SOCIAL ORGANIZATION HAS
ACHIEVED WHAT HAS PROBABLY BEEN THE MOST SUCCESSFUL RAPID ECONOMIC GROWTH STORY
OF ALL TIME.

ECONOMISTS FROM OUR WESTERN WORLD WHO ARE INTERESTED IN INTERNATIONAL
TRADE, MONETARY AND FISCAL POLICY, UNEMPLOYMENT, WELFARE AND ENERGY PROBLEMS
HAVE A GREAT DEAL TO LEARN FROM JAPAN, BUT THEY HAVE VERY SELDOM UNDERTAKEN
SERIOUS STUDY OF WHAT IS REALLY HAPPENING THERE.

MOST OF THE WORK THAT HAS BEEN DONE IN THESE AREAS HAS UTILIZED WESTERN
CONCEPTS AND RATIONAL IN ECONOMIC RESEARCH AND AS A RESULT HAS MISUNDERSTOOD THE
JAPANESE CONCEPT OF BUSINESS.

THE JAPENESE LIKE TO SAY THAT THEIRS IS AN UNPLANNED, FREE ENTERPRISE
ECONOMY. BUT, IN WESTERN TERMS: IT IS NOT. IT IS A CONSCIOUSLY DESIGNED
SYSTEM OF A DIFFERENT ORDER. THE ULTIMATE RESPONSIBILITY FOR INDUSTRIAL PLANNING,
FOR DECIDING IN WHICH DIRECTIONS JAPAN'S INDUSTRIAL EFFORTS SHOULD GO, AND FOR
FOSTERING AND PROTECTING BUSINESS AS IT MOVES IN THOSE DIRECTIONS, LIES WITH THE
GOVERNMENT., BUSINESS, BANKING, AND THE GOVERNMENT ARE ALL ON THE SAME TEAM AND
BROADLY FUNCTION AS A PARTNERSHIP TO IMPLEMENT THE POLICIES AND PLANS OF THE
GOVERNMENT .

GOVERNMENT AGENCIES SUCH AS THE MINISTRY OF FINANCE, THE E.P.A. & M.I.T.I.
WHICH DESIGN AND ADMINISTER JAPANESE ECONOMIC POLICY, ARE STAFFED BY SOME OF THE
MOST BRILLIANT YOUNG MEN IN JAPAN AND THIS IS ONE OF THE REASONS WHY "ADMINISTRATIVE

GUIDANCE" IN JAPAN WORKS. THE BRIGHTEST GRADUATES FROM JAPAN'S UNIVERSITIES
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THRONG TO GET INTO THE CIVIL SERVICE AND FOR A GOOD REASON: IT IS THE GOLDEN
ROAD-TO THE TOP NOT ONLY IN THE CIVIL SERVICE ITSELF BUT IN BANKING, INDUSTRY,

" AND POLITICS AS WELL. TODAY'S TOP MEN IN MAJOR COMPANIES, BANKS AND BUSINESS
HOUSES WERE CIVIL SERVANTS NOT TOO MANY YEARS AGO.

GROUP LOYALTY IS A DEEPLY INGRAINED JAPANESE CHARACTERISTIC. AN EMPLOYEE'S
MAIN DUTY IS TO THE INTERESTS OF HIS GROUP OR COMPANY AND HE ALWAYS REMEMBERS
THAT BEHIND THAT LIES THE INTERESTS OF THE "GREATER COMPANY" OF JAPAN, JAPAN'S
ECONOMIC POLICY HAS BEEN AND IS STILL EXPANSIONARY. INVESTMENT IN THE CAPITAL
SECTOR OF THE ECONOMY HAS BEEN AT LEVELS APPROXIMATING 30% OF GNP COMPARED TO 9%
IN THE U. S. A. INCLUDED IN THE EXPANSIONARY PHILOSOPHY IS THE CONCEPT OF FULL
LIFE TIME EMPLOYMENT WHICH OFFSETS THE NEED FOR ELABORATE WELFARE AND UNEMPLOYMENT
COMPENSATION PROGRAMS. IN THEIR SYSTEM, UNEMPLOYMENT IS EXPORTED.

THE JOB OF GOVERNMENT IS TO USE EVERY RESOURCE OF FISCAL POLICY, MONETAR{
POLICY, AND ADMINISTRATIVE PLANNING TO INSURE THAT HIGH LEVELS OF INVESTMENT ARE
CONTINUALLY MAINTAINED.

MOST OF JAPAN'S HIGH RATE OF INVESTMENT MAY BEST BE TERMED "FORCED DRAUGHT
INVESTMENT". IT 1S INITIATED BY GOVERNMENT POLICY AND CARRIED OUT BY UNIQUE
INDUSTRIAL GROUPINGS DOMINATED BY BANKS WHICH I WILL DISCUSS PRESENTLY.

WESTERN ECONOMISTS AND BANKERS HAVE LONG BEEN PUZZLED AS TO HOW "FORCED
DRAUGHT iNVESTMENT" AT SUCH EXTRAORDINARY HIGH LEVELS CAN BE ACCOMPLISHED WITHOUT
GENERATING MASSIVE INFLATION. THERE ARE SEVERAL WHICH ENTER INTO THE ANSWER:

A. DEFENSE EXPENDITURES TAKE APPROXIMATELY ONLY 1% OF
NATIONAL INCOME.

B. CONSUMPTION AS A PROPORTION OF PERSONAL INCOME IS ABOUT
10% LOWER THAN IN OTHER INDUSTRIALIZED NATIONS.

C. CORRESPONDINGLY PERSONAL SAVINGS ARE AT A MUCH HIGHER
RATE. THIS IS POSSIBLE PARTLY BECAUSE WORKERS RECEIVE

A SEMI-ANNUAL BONUS WHICH MAY EQUAL AS MUCH AS 42% OF
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REGULAR EARNINGS. ALSO SINCE WORKERS DO NOT RECEIVE
PENSIONS, MERELY A LUMP SUM PAYMENT EQUIVALENT TO ONE
YEAR'S SALARY ON RETIREMENT, THE NEED FOR PERSONAL
SAVINGS IS PRESSING.

ANOTHER QUESTION FREQUENTLY ASKED BY WESTERN ECONOMIST IS HOW SUCH HIGH
RATES OF ECONOMIC GROWTH CAN BE SUSTAINED WITHOUT CREATING PRODUCTION BOTTLE-
NECKS AND ENCOUNTERING LIMITATIONS ON REAL RESOURCES.

THE MATIN PART OF THE ANSWER LIES IN THE FACT THAT AS EXPENDITURES ARE
INCREASED REAL RESOURSES, ESPECIALLY LABOR RESOURCES, ARE CONSTANTLY REDIRECTED
TO MORE EFFICIENT USES. IN JAPAN, THE NEED TO KEEP THE WORK FORCE FULLY EMPLOYED
1S IMPERATIVE; CONSEQUENTALLY, THERE IS A CONTINUOUS FLOW OF LABOR FROM AREAS OF
LOW PRODUCTIVITY TO AREAS OF HIGH PRODUCTIVITY, FOR EXAMPLE, FROM UMBRELLA
MANUFACTURING TO AUTOMOBILES AND STEEL.

GOVERNMENT DIRECTION PLAYS A KEY ROLE IN THIS PROCESS, MAINTAINING A CONTINUOUS
BALANCE BETWEEN THE EXPANSION OF CAPACITY AND THE INCREASE IN PRODUCTIVITY-—-IN
OTHER WORDS, THE DEGREE OF "AUTOMATION" IS VERY HIGH. IF JAPAN HAS ANY' ADVANTAGE
INTERNATIONALLY, ASIDE FROM THﬁIR SYSTEM ITSELF, IT IS IN JAPAN'S LOW COST OF
LABOR, WHICH IS BY DESIGN KEPT LOW.

A PARTICULARLY SIGNIFICANT ITEM IS THE MANNER IN WHICH THE JAPANESE MANAGE
THEIR BALANCE OF PAYMENTS, THE GOVERNMENT NOT ONLY FOLLOWS A POLICY OF PUSHING
EXPORTS STRONGLY BUT IT ALSO MAINTAINS THROUGH THE M.I1.T.I. WHAT 15 EFFECTIVELY
A '"'NO IMPORT" POLICY EXCEPT FOR THOSE ITEMS WHICH CANNOT BE OBTAINED OR PRODUCED
AT HOME. THERE IS NO FORMAL "BUY JAPANESE" POLICY BUT INFORMALLY CONTROL IS SO
RIGOROUS THAT IT IS IMPOSSIBLE TO GET FOREIGN PRODUCTS INTO JAPAN UNLESS THEY
ARE VIRTUALLY NEEDED AND HAVE M.L.T.I. APPROVAL. THIS INFORMAL M,.I.T.I. CONTROL
IS EXERCISED THROUGH THE COMPLICATED STRUCTURE OF THE JAPANESE MARKETING SYSTEM
ITSELF. IF THE PRODUCT IS UNDESIRED BY THE GOVERNMENT, IT IS IMPOSSIBLE TO GET

IT MARKETED THROUGH THE TRADING HOUSE SYSTEM, NOT TO MENTION THE IMPOSSIBILITY

27-039 O -8 .7



94

OF OBTAINING THE CREDIT TO DO SO.
THE BANK OF JAPAN EXERCISES STRICT CURRENCY CONTROL. ALL FOREIGN CURRENCY
* GENERATED FROM EXPORT EARNINGS MUST BE CONVERTED TO LOCAL CURRENCY WITHIN 10
DAYS. THE CENTRAL BANK, AT TIMES, IS ABLE TO MANIPULATE THE VALUES OF KEY
FOREIGN CURRENCIES. THE BANKS OF JAPAN WORKS IN CLOSE CONCERT WLITH INDUSTRY AND
COMMERCIAL BANKING SYSTEM.

PRIOR TO WORLD WAR II.BANKING AND BUSINESS WAS CARRIED ON BY CONTROLLING
GROUPS CALLED THE ZAIBATSU. DURING THIS PERIOD THERE WERE THREE OR SO MAJOR
GROUPS: MITSUBISHI, MITSUL AND SUMITOMO, AND PERHAPS ALSO YASUDA. TODAY THE
NUMBER OF THESE GROUPS HAS EXPANDED CONSIDERABLY, WITH PERHAPS 25-30 LARGE BANK
DOMINATED GROUPS AND MULTITUDE OF SMALLER ONES.

THESE BANk—LED GROUPS ARE DIFFICULT TO COMPREHEND, SINCE NO OTHER NATION IN
THE WORLD HAS 'THIS FORM OF ORGANIZATION. EACH GROUP CONSISTS OF BANKING INTERESTS,
TRADING HOUSES AND A MULTIPLICITY OF INDUSTRIAL CONCERNS REPRESENTING A VARIETY
OF PRODUCTS.

THE BANKS DO THE FINANCING, THE TRADING HOUSES DO THE PURCHASING, MARKETING,
CARRYING OF INVENTORY, MARKET RESEARCH, ETC. WHILE THE INDUSTRIAL CONCERNS
PRODUCE THE PRODUCTS. 1IN TURN THE UNIT Ig SUPPORTED AND CONTROLLED BY THE BANK
OF JAPAN AND A VARIETY OF GOVERNMENT AGENCIES.

JAPAN'S CONTINUING INVESTMENT BOOM IS FINANCED BY THE BANK OF JAPAN WHICH
CONTROLS THE CREATION OF MONEY BY THE COMMERCIAL BANKING SYSTEM; AND THE COM-
MERCIAL BANKS THEN PROVIDE THE NECESSARY CREDIT TO THE TRADING HOUSES AND
INDUSTRIAL CONCERNS IN THEIR GROUPS.

FOR EXAMPLE, A JAPANESE STEEL FIRM OBTAINS OVER 90% OF ITS FINANCING FROM
BANK LOANS. THE REMAINING 10%---THE EQUITY PORTION---MAY ALSO BE SUPPLIED IN
PART BY THE BANKS AND IN PART BY OTHER MEMBERS OF THE GROUP SUCH AS THE TRADING
HOUSES. THE REMAINDER IS OWNED BY THE PUBLIC.

THE LIFE RLOOD OF THE JAPANESE ECONOMY IS A FLOW OF MUTUAL TRADING CREDITS
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ALL CONTROLLED AT THE SOURCE BY THE BANK OF JAPAN.
IN JAPAN, LARGE FIRMS ARE FAVORED BY THE GOVERNMENT AND THEY CAN COUNT ON
" THE BANKS FOR FINANCING. THE SMALL FIRMS LEAD A MORE PRECARIOUS EXISTANCE AND
ARE NEVER QUITE CERTAIN WHETHER CREDITS ARE RENEWED OR NOT.

A MANU%ACTURING FIRM SELLS ITS PRODUCT TO A TRADING HOUSE IN ITS GROUP
AGAINST THREE MONTH BILLS WHICH IT CAN IMMEDIATELY DISCOUNT. THE TRADING HOUSE
SIMILARLY UTILIZES SUCH BILLS TO FINANCE SALES TO OTHER WHOLESALERS AND SUB-
WHOLESALERS ONLY THE FINAL CONSUMERS PAY CASH. WHEN A MANUFACTURER BUYS MATERIALS
FROM ITS RELATED TRADING HOUSE, THE TRADING HOUSE PAYS FOR THE.DOMESTIC éORTION
OF MATERIALS WITH STRETCHED OUT IOU'S, AND OTHERS DOWN THE LINE STRETCH THEIRS
OUT STILL FURTHER.

DUE TO THE FACT THAT THE JAPANESE ECONOMY IS RUN SO LARGELY ON IOU'S IN
ORDER TO SUPPORT ITS ECONOMIC GROWTH AND FULL EMPLOYMENT POLICIES, THE COUNTRY
IS IN A PERMANENT "TIGHT MONEY SITUATION." ACCORDING TO THE BANK OF JAPAN THE
NATIONS BANKS HAVE CHRONICALLY BEEN IN AN OVER-LOANED CONDITION. CITY BANKS
HAVE UTILIZED THEIR CREDIT CREATION FUNCTION TO THE EXTREME IN ORDER TO MEET THE
CREDIT DEMANDS OF THEIR CLLENT ENTERPRISES. THE SHORTAGE OF CASH RESERVES HAS
BEEN CONSTANTLY FILLED WITH MASSIVE BORROWINGS FROM THE BANK OF JAPAN. .

WHEN FINANCIAL TROUBLE THREATENS, AS IT DID DURING THE RECESSIONARY PERIOD,
1975 AND 1976, A SHARP AND SUDDEN CREDIT SQUEEZE BY THE BANK OF JAPAN GENERALLY
SENDS JAPANESE EXPORTS SOARING.

WHEN DOMESTIC DEMAND SAGS, THE GOVERNMENT MOVES TO OFFSET THE DECLINE. IT
DOES THIS BY STEPPING UP EXPENDITURES FOR SOCIAL PROJECTS, ENCOURAGING CAPITAL
EXPENDITURES, AND PUSHING EXPORTS WHILE HOLDING DOWN IMPORTS. EXPORT GAIN, AT

ANY MARKET PRICE, ENABLE THE GOVERNMENT TO MAINTAIN FULL EMPLOYMENT. LOSSES, IF

ANY FROM THIS EXPORT PRACTICE, ARE ULTIMATELY ABSORBED BY THE BANK OF JAPAN.
WHEN A SQUEEZE OCCURS, "PAPER GETS LONGER", THE IOU'S WITH WHICH MOST

DOMESTIC PRUCHASES ARE FINANCED MAY SWELL FROM A NORMAL 90 DAYS TO "PREGNANCY
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NOTES" OF 9 OR 10 MONTHS OR LONGER. MOREOVER, AT SUCH TIMES, THE MARKET OR
DISCOUNT RATE ON SUCH "PREGNANCY" PAPER MAY SOAR TO 15 OR 20% OR MORE. TODAY
THERE 1S EVIDENCE THAT SOME PAPER HAS BEEN EXTENDED WELL OVER 2 YEARS. AS AN
EXAMPLE, JAPANESE SERVICE CENTER RECEIVABLES, WHEN AGED, ARE NOW OVER 750 DAYS
OLD. 1IN THESE CIRCUMSTANCES, AN EXPORT DELIVERY, WHICH WILL BE PAID FOR FAR
MORE QUICKLY ON A SIGHT BILL, BECOMES A MUCH MORE DESIRABLE DELIVERY TO MAKE FOR
A COUNTRY DESPERATE FOR MONEY.

ALL ARGUMENTS ABOUT WHETHER JAPANESE FIRMS "DUMP" EXPORTS IN SUCH CON-
DITIONS BECOMES QUITE MEANINGLESS WHEN THE FACTORS OF QUICKER PAYMENT AND FULL
EMPLOYMENT ARE UNDERSTOOD. "DUMPED" EXPORTS AT "SQUEEZE TIME" ARE MORE PROFIT-
ABLE THAN HOME MARKET SALES EVEN IF EXPORT PRICES ARE BELOW COST. AN "EXPORT
PUSH CAPABILITY," IN THE FORM OF TRADING HOUSES, 1S ALWAYS ON STANDBY READY TO
OFFSET DOMESTIC FINANCIAL SQUEEZES. THE JOB OF THESE TRADING HOUSES IS TO KNOW
WHERE TO PLACE PRODUCTS TO KEEP THE MILLS AND PEOPLE AT HOME WORKING.

IN THE SQUEEZE YEAR OF 1965, JAPAN'S EXPORTS ROSE 26.7%, NICELY OFFSETTING
THE DROP IN JAPANESE DOMESTIC MARKETS AND PRODUCING A FAVORABLE BALANCE OF
TRADE. OTHER SQUEEZE PERIODS HAVE BEEN HANDLED THE SAME WAY, AND WHAT HAS BEEN
TRUE IN THE PAST, IS AGAIN PROVING TRUE TODAY WITH A VENGENCE.

THE STEEL INDUSTRY IS ONE OF THE "BEST EXAMPLES TO ILLUSTRATE HOW THE JAPANESE
SYSTEM WORKS.

RIGHT AFTER WORLD WAR II JAPANESE PLANNERS CHOSE STEEL AS A 'TARGET INDUSTRY."
OTHER INDUSTRIES CHOSE, BUT WITH SLIGHTLY LESS EMPHASIS, WERE COAL, ELECTRICITY,
AND SHIPPING. TODAY THERE ARE A GREAT MANY OTHERS SUCH AS AUTOS AND PETRO
CHEMICALS, BUT STEEL CONTINUES TO BE CONSIDERED THE '"RICE" INDUSTRY.

THE METAL, STEEL, IS REGARDED BY THE JAPANESE AS THE MOST CRITICAL MATERIAL
FOR INDUSTRIAL DEVELOPMENT. WITHOUT A RELIABLE DOMESTIC SUPPLY OF STEEL, THEY

BELIEVE AS A NATION THEY CAN NOT ECONOMICALLY MANUFACTURE THE NECESSARY KEY



CAPITAL GOODS AﬁD DEVELOP STRONG COMPONENTS IN OTHER AREAS OF THE ECONOMY.
STEEL EXPORTS, BOTH DIRECT AND INDIRECT, HAVE BEEN JAPAN'S MOST IMPORTANT SOURCE
" OF FOREIGN EXCHANGE.
ONE OF THE PREREQUESTS OF BUILDING A STRONG DOMESTIC STEEL INDUSTRY HAS

BEEN TO MAINTAIN A PROTECTED HOME MARKET. THIS HAS BEEN EASY FOR THE JAPANESE

TO ACCOMPLISH BECAUSE OF THE NATURE OF THE JAPANESE MARKETING SYSTEM WHICH
EFFECTUALLY PRECLUDES THE ENTRY OF FOREIGN PRODUCTS NOT REGUIRED FOR A PARTI-
CULAR PURPOSE.

AS A "TARGET" INDUSTRY THE JAPANESE GOVERNMENT ELIMINATED THE CONVENTIONAL
PROBLEM OF CAPITAL FORMATION WHICH AT BEST IS A SLOW PROCESS IN THE U. S. THE
JAPANESE STEEL INDUSTRY ENJOYS VIRTUALLY UNLIMITED CAPITAL AVAILABILITY WHICH
PERMITTED IT TO EXPAND FROM LESS THAN ONE MILLION NET TONS OF STEEL PRODUCTION
IN 1946 TO APPROXIMATELY 153 MILLION NET TONS OF RAW STEEL CAPABILITY AT THE END
OF 1977. TO SUPPORT THIS GROWTH, THE JAPANESE STEEL INDUSTRY HAS RELIED HEAVILY
.ON LEVERAGE AND HAS A DEBT-TO-TOTAL CAPITAL RATIO APPROXIMATING 85Z. THIS
COMPARES WITH THE CUBRENT U. S. INDUSTRY AVERAGE OF APPROXIMATELY 28%.

THE JAPANESE HAVE ACCESS TO THE MONEY MARKETS IN OTﬁER COUNTRIES EVEN AT
TIMES WHEN THE DOMESTIC INDUSTRY IN THAT COUNTRY FINDS IT DIFFICULT TO BORROW.
AS AN EXAMPLE:

. IN 1977 A MAJOR DOMESTIC STEEL COMPANY IN THE TOP 10 FOUND IT IMPOSSIBLE TO
BORROW FUNDS. THIS WAS DUE TO THE FACT THAT ITS DEBT TO EQUITY RATIO WAS ON THE
HIGH SIDE OF THE U. S. INDUSTRY AVERAGE AT 38%. THE COMPANY'S NET PROFIT MARGIN
WAS A MEAGER 17 BASED ON ITS 1976 ANNUAL REPORT.

DURING THIS SAME PERIOD, A JAPANESE STEEL COMPANY, ONE OF THE BIG FIVE, EN-
COUNTERED NO DIFFICULTY IN BOBROWING FUNDS IN THE U. §. THIS WAS ACCOMPLISHED
DISPITE THE FACT THAT THE JAPANESE STEEL COMPANY HAD A DEBT TO EQUITY RATIO OF
APPROXIMATELY 90% AND ITS NET PROFIT MARGIN APPROXIMATED 1%. THE DIFFERENCE IN

RESULTS WAS DUE TO THE FACT THAT THE JAPANESE COMPANY'S LEAD COMMERCIAL BANK
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GUARANTEED THE LOAN. THE COMMERCIAL BANK IN TURN IS SUPPORTED BY THE BANK OF
JAPAN,

AS OF 3/31/77, A VARIETY OF JAPANESE COMPANIES HAD BORROWED §$1,216,400,000
FROM MAJOR BANKS IN THE U. S. NIPPON STEEL ALONE BORROWED $288,100,000 IN THE
U. S. OR 5.8% OF ITS TOTAL DEBT. 1IT BORROWED ANOTHER 5% OF ITS TOTAL DEBT IN
EUROPE--~ALL GUARANTEED BY THE JAPANESE BANKING SYSTEM. A LUXURY U. S. COMPANIES
DO NOT ENJOY. .

A LARGE MAJOR TRADING COMPANY IN JAPAN WITH CURRENT SALES APPROXIMATING
$35 BILLION CAN PLAY A MOST UNIQUE ROLE WHICH PROVIDES ALL JAPANESE INDUSTRY
WITH AN ADVANTAGE IN INTERNATIONAL TRADE THAT CANNOT BE MATCHEb BY ITS TRADING
PARTNER--PARTICULARLY THE U. S. A.

AS AN EXAMPLE, DURING 1974, STEEL CONSUMERS AROUND THE WORLD WERE WILLING
TO PAY AS MUCH AS $600 PER TON FOR STEEL PLATE PRODUCED BY THE STEEL COMPANY IN
THE TRADING COMPANIES GROUP. THE STEEL COMPANY, DURING THIS PERIOD OF PROSPERITY,
‘HAD A NET PROFIT MARGIN OF 1 1/2% AND THE TRADING COMPANY HAD A NET PROFIT
MARGIN OF 1.7%.

THE FOLLOWING YEAR, 1975, THE SAME TRADING COMPANY OFFERED STEEL PLATE AT
PRICES BELOW $200 PER TON. THE 1975 PROFIT MARGIN OF THE STEEL COMPANY REMAINED
AT 1 1/2% AND THE TRADING COMPANY 1.7%.

HUGE PROFITS WERE MADE IN 1974 BUT WERE NOT REFLECTED IN ANY OF THE P § L'S.
THE STEEL COMPANY OVER AND ABOVE ITS MODEST PROFIT RECEIVED A TAX-FREE CREDIT ON
THE BOOKS OF THE TRADING COMPANY TO BE USED AT SOME FUTURE DATE. SOME OF THE
PROFIT ON STEEL WAS ALSO USED BY THE TRADING COMPANY TO OFFSET LOSSES IN OTHER
AREAS. IN 1974 THIS SAME TRADING COMPANY WAS SELLING TEXTILES PROVIDED BY A
COMPANY IN ITS GROUP AT 30 CENTS ON THE DOLLAR AND WAS DISCOUNTING STEEL TO THE
AUTOMOTIVE COMPANY IN THE GROUP TO MAKE THE“ MORE COMPETITIVE. DURING 1975 WHEN
STEEL PRICES WERE DOWN, THE STEEL COMPANY WAS ABLE TO SELL PRODUCT BELOW COST.

THE OBVIOUS OPERATING LOSS COULD BE OFFSET BY A WITHDRAWAL FROM THE RESERVES
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BUILT UP IN THE PRIOR YEAR. THE ABILITY TO SELL STEEL AT ANY PRICE STABILIZE
VOLUME; THUS, ENABLING THE STEEL COMPANY TO MAINTAIN FULL EMPLOYMENT. IN THIS
" CASE, THE UNEMPLOYMENT WAS EXPORTED TO THE U. S.

THE TRADING COMPANIES ARE SALES ORIENTED AND THROUGH THE YEARS DEVELOPED
WAYS TO GENERATE INDIRECT VOLUME FOR ITS STEEL INDUSTRY INTERNATIONALLY. OF
PARTICbLAR INTEREST, IS THE AREA OF FABRICATION WHICH INCLUDES BRIDGES AND
FASTENERS TO NAME A FEW.

THE JAPANESE ARE PURSUING BRIDGE FABRICATION MARKETS IN THE U. S. THE
OVER-ALL CAPABILITY OF THEIR SYSTEM, MAKE IT IMPOSSIBLE FOR U.'S. FIRMS TO
COMPETE. AS AN EXAMPLE, THE JAPANESE WERE JUST AWARDED A CONTRACT; WITH A BID
OF $41,800,000, TO FABRICATE A BRIDGE IN LULING LOUISIANA. THE LOWEST U. S. BID
OF $62,933,000 WAS ENTERED BY THE AMERICAN BRIDGE DIVISION OF UNITED STATES
STEEL. ANALYSIS WOULD REVEAL THAT THE JAPANESE BID OF $41,800,000 BARELY COVERS
THE COST OF MATERIAL. CONTINUATION OF THIS PRACTICE WILL FORCE MANY AMERICAN
‘FABRICATORS OUT OF BUSINESS.

IN THE PAST 12 MONTHS, THE JAPANESE HAVE TAKEN WELL OVER 307 OF THE BRIDGE
MARKET IN THE U. S. IRONICALLY DURING THE BOOM OF 1974 WHEN U. S. BRIDGE FABRI-
CATIONS ENJOYED AN UNPRECOUNTED VOLUME OF ORDERS, JOB COMPLETION WAS DELAYED DUE
TO SHORTAGES. ALTHOUGH THE STEEL MARKET WAS TIGHT, STEEL WAS AVAILABLE USUALLY
AT A HIGH FOREIGN PRICE, BUT FASTENERS WERE IMPOSSIBLE TO GET. THE U. S.
CAPABILITY TO PRODUCE FASTENERS HAD BEEN ERODED IN EARLIER YEARS AS A RESULT OF
UNFAIR PRICING POLICIES OF OUR FOREIGN SUPPLIERS. CURRENTLY FOREIGN IMPORTS
ACCOUNT FOR OVER 50% OF OUR SOURCE OF SUPPLY. U. S. FASTENER COMPANIES ARE
CONTINUING TO DROP OUT OF BUSINESS, MAKING THE U. S. YET MORE DEPENDANT UPON
UNRELIABLE FOREIGN SOURCES OF SUPPLY.

THIS IS AN EXCELLENT E*AMPLE OF A FOREIGN PRODUCER BUYING A MAJOR PORTION
OF AN AMERICAN MARKET., 1IT ALSO LENDS CREDITABILITY TO THE ARGUMENT THAT THE

LOSS OF SUCH PRODUCTIVE CAPABILITY POSES A GREAT THREAT TO OUR NATIONAL SECURITY.
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ENERGY PRICES HAVE CREATED PROBLEMS FOR INDUSTRIAL NATIONS AROUND THE
WORLD. THE JAPANESE HAVE DEVISED PROGRAMS AND WAYS TO PARTIALLY TAKE ADVANTAGE
OF A BAD SITUATION. THE STEEL INDUSTRY IS A MAJOR BENEFICIARY OF THE JAPANESE
ENERGY PROGRAM. THE JAPANESE NATION MUST IMPORT MOST OF ITS OIL REQUIREMENTS
FOR WHICH IT PAYS CARTEL .PRICES APPROXIMATING $14 PER BARREL. ACCORDING TO A
RECENT STUDY BY I, V. M. INC. IN WHICH IT STATES THAT IN THE JAPANESE SYSTEM THE
STEEL INDUSTRY IS ONLY CHARGED SIX TO SEVEN DOLLARS PER BABREL. THIS ALLOWS THE
STEEL INDUSTRY A COST ADVANTAGE WITH WHICH IT CAN GENERATE EXPORT VOLUME WHICH
CONTRIBUTES TO JAPAN'S FAVORABLE BALANCE OF TRADE WHICH ENABLES IT TO COVER THE
COSTS OF ITS ENERGY REQUIREMENTS.

{HE SAME MAY BE SAID FOR ELECTRICAL POWER. THE JAPANESE STEEL INDUSTRY IS
THE RECIPIENT OF A HUGE DISCOUNT FROM TRUE POWER COSTS IN JAPAN. THE COST OF
PRODUCING ELECTRICAL POWER IN JAPAN, USING MID EAST OIL, IS THREE TO FOUR TIMES
THAT OF U. S. UTILITIES USING COAL IN THE STEEL PRODUCING AREAS. YET THE
JAPANESE STEEL INDUSTRIES POWER COSTS ARE EQUAL TO OR LOWER THAN ITS U. S.
COUNTERPART. THIS CLEARLY DEﬁONSTRATES THE FAVORED POSITION GIVEN TO THE JAPAN-
ESE STEEL INDUSTRY BY ITS GOVERNMENT.

THE U. S. REFERENCE PRICING SYSTEM, WHICH IS BASED ON JAPANESE COSTS OF
PRODUCTION, DOES NOT RECOGNIZE THE AFORE MENTIONED EXPORT AIDS. NOR DOES IT
CONSIDER ANY OF THE OTHER ADVANTAGES PROVIDED BY THE JAPANESE SYSTEM ITSELF.

THE JAPANESE SYSTEM, AS DESCRIBED, IS CAPABLE OF DOMINATING ITS TRADING
PARTNERS IN PRODUCTS OF THEIR CHOICE AND IN ANY MARKET PLACE IN THE WORLD.

TO COMPOUND THE PROBLEM, OTHER NATIONS, INCLUDING DEVELOPING NATIONS,
UNDERSTAND THE JAPANESE'CONCEPTS AND ARE BEGINNING TO EMULATE THEM IN WORLD
TRADE.

BY DESIGN, THE JAPANESE ARE WELL ON THE WAY TO DOMINATING THE WORLD STEEL

INDUSTRY BY 1985.
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IN THE PROCESS, OUR DOMESTIC STEEL INDUSTRY AND FABRICATING INDUSTRIES ARE
SLOWLY BEING DESTROYED AS EVIDENCED BY MASSIVE LAYOFFS AND PLANT CLOSINGS
" DESPITE OUR COST COMPETIVENESS., THE PRICE THAT THE U. S. IS PAYING FOR UNEM-
PLOYMENT ALONE IS INTOLERABLE. UNLESS THE U. S. GOVERNMENT ACTS IN RESPONSE TO
THIS CHALLENGE AND OFFER FORTH COUNTER ACTIONS TO INSURE THE STABILITY AND
GROWTH OF ITS OWN BASIC INDUSTRIAL CAPABILITIES. OUR NATION'S FUTURE COMPETITIVE-
NESS IN DOMESTIC AS WELL AS WORLD MARKETS, FOR AN INCREASING NUMBER OF INDUSTRIES,

WILL CONTINUE TO DETERIORATE.
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Senator Stevenson. That is an extremely interesting and helpful
statement. I think I will send it to Mr. Frank Weil, just to make
sure he realizes that he has got some problems.

We will go through with the rest of the panel and then come
back to all of you with questions, time permitting.

Our next witness is Richard Hammer.

STATEMENT OF RICHARD M. HAMMER, SPECIAL COMMITTEE ON
U.5. EXPORTS AND MEMBER OF FIRM OF PRICE WATERHOUSE

Mr. Hamuer. Thank you very much, Mr. Chairman, I am a part-
ner in the firm of Price Waterhouse. I am here today to represent
the Special Committee for U.S. Exports, which I believe you know
about a voluntary group of over 1,200 companies, whose operations
include the export of U.S. products.

All of the companies in this group share the conviction that the
DISC provisions at the very minimum should be retained in order to
enable U.S. business to successfully cope with both the tax and
subsidy offered by our foreign competitors.

L think that the other speakers on this panel, as well as the
Government witnesses this morning, have brought out the points
that many foreign countries offer tax and nontax incentives In the
furtherance of export activities.

Therefore, it is my part of this panel to focus in on the tax-related
export incentives.

I think it has only been in recent years that the widespread use
of such tax incentives has come to the forefront. Within the last 2
years indeed developments in the international trade field have made
the use of tax systems to promote exports one of the most pressing,
perhaps controversial issue in the trade relations area. There are
two controversies in particular, the debate within GATT over the
income tax practices of Belgium, France, the Netherlands, and the
United States, as well as the litigation in U.S. courts over the impo-
sition of countervailing duties upon imports benefitting from the
rebate of indirect taxes that have focused both domestic and inter-
national attention on this particular area.

The development and use of tax-related export incentives by many

of our foreign competitors I believe should be a particular concern
to U.S. policymakers and to U.S. legislators.
_ Although these practices are, in theory strictly limited by the
International rules on export subsidies, the GATT rules, substantial
tax-related export subsidies are in fact used to increase the competi-
tiveness of foreign exports.

I would like to categorize the types of tax incentives that are
offered by competitive nations in five areas, and make a few com-
ments on each.

Item one deals with exemption of export income. In some coun-
tries around the world income from direct export sales is completely
exempted from local taxation. I think the most publicized instance
of this is Ireland, where both domestic and foreign corporations are
granted total exemption from corporate profits taxes through 1990
on profits generated by exported goods products in Ireland.
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This, of course, is a country that is within the European Eco-
nomic Community. . .

Also in Brazil there is a relatively new export incentive act, where
a deduction from taxable income is authorized for income attribu-
table to export sales. L

Item 2. Let’s talk a little bit about safe haven or territorial rules.
I think this is one of the most widely used tax principles which
confers benefits on foreign exporters, and that is the special treat-
ment of the taxation of foreign income earned by home country
companies.

That is tha so-called “territorial approach. The foreign branch
income of a U.S. parent corporation is fully subjected to U.S. taxes,
with an offset for foreign tax credits. In sharp distinction, however,
income from an overseas branch of a foreign parent may be treated
in a manner ranging from no tax liability at all, to only a fraction
of the tax liability born by that corporation on its domestic source
income.

Furthermore, if a foreign operation of a non-U.S. multinational
corporation is given the legal framework of an offshare subsidiary,
particularly if the subsidiary is in a low-rate country, more advan-
tages ensue.

Now the principle of territoriality does apply in some degree to
U.S. exports to a foreign subsidiary. However, the United States is
unlikely to allow a tax exemption on that sort of income because of
our complex subpart (f) rules in the Internal Revenue Code.

However, in many of the major industrialized nations, and these
are our principal trade competitors, this same income is not taxed
at all. And those countries that do tax it, tax it at substantially
reduced rates.

Germany and Canada are the only countries which have adopted
an equivalent provision to our subpart (f), to penalize the estab-
lishment of subsidiaries in tax haven countries. Japan is about to
do so, there have been recent proposals in that regard. However,
these countries, including Japan, only penalize passive investment
holding company income and not trading income, which is what
exporting is all about.

In order to preserve the tax advantages, and thus the export
stimulus flowing from the absence of tax jurisdiction over the
income of offshore selling branches or subsidiaries, the territorial
countries also give special tax treatment to dividends paid by such
offshare companies to their parent firms. In United States, as we
know, dividends received from any subsidiary incorporated abroad
are fully taxed at the ordinary income tax rates, with a foreign tax
credit offset,.

In these territorial countries, however, these dividends are totally
exempt or perhaps almost totally exempt, with a very small margin
of local country taxation.

I think the advantages that can be derived from these foreign
rules by those in the exporting business in those countries is obvious.
By channeling all of their exports either through foreign-based
sales office or subsidiaries located in lower tax countries, these escape
home country taxation on substantial portions of their income. The
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result is possible because the home country’s does not tax income
Tallocated to the offshore company and then fails again to tax the
income when it is repatriated. )

Another type of provision offered by some of these countries,
which increases the value of the territorial rules, is the deductibility
of foreign losses against foreign profits, even though foreign profits
are not subject to home country tax. .

In a sense, a foreign company in one of these countries can have
it both ways. If its foreign branches show profits, the profits are
not taxed. But if the foreign branches show losses, it can elect to
use these to reduce taxable income currently, although most of these
gounftiries do employ a recapture technique which provides a deferral

enefit.

Ttem three, special export tax incentives. These are mainly a sys-
tem of income tax credits, deductions, and reserves, which are keyed
specifically to export operations. A number of countries permit
their exporters to establish special tax-deductible reserves to com-
pensate for export credit risks, operational losses and export promo-
tional costs.

A number of countries also permit special deductions for specifi-
cally export-related expenses, such as travel and entertainment. A
few countries also permit exporters to be exempted from certain
domestic taxes, and as an example of this, since 1965, France has
had a temporary and refundable 3314 percent inflation levy. This is
levied on the increase of profit margnis over the preceding year. Trans-
actions associated with exports are exempt from this levy.

In addition to the special tax incentives directly tied into exports,

a number of our foreign competitors offer indirect benefits to export-
ing activities. These are generally what we refer to as depressed
area reliefs, where a company is establishing in a depressed area of
a particular country, will get substantial tax benefits, such as accel-
erated depreciation and the like.
_ Although these are not specifically tied to exports, one must bear
in mind that the European countries that offer these incentives
export much more, a much higher percentage of their GNP than
we do, and in many cases the obtaining of such relievs are contin-
gent to some extent upon a showing that export activity will result.

Item four is administrative practices. This, I believe, is probably
one of the key items that we have to deal with in the context of
what foreign countries do to encourage exports.

I think the primary point I am getting to in the administration
of tax rules by foreign revenue authorities is the area of how does
one allocate profits and income among related entities.

Most countriés have tax provisions similar to our section 482,
which requires the allocation of income between related entities to
reflect arm’s length dealings. This provision strictly limits and often
hurts U.S. exporters selling abroad through overseas subsidiaries.

However, most foreign countries use the counterpart provision in
their laws to benefit their exporters. Allocation rules are crucial in
determining how much income from exports can escape tax or enjoy
a low rate of tax. That is the foreign portion of it.” Assuming for-
elgn source income is in onc or another of these countries free of
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home income tax, it is obvious that the more the income that is
allocated to foreign sources under these allocation rules, the more of
it will enjoy low or nil taxation. On the other hand, if these tax
rules are strictly enforced, the benefits from the exemption on for-
eign source income diminishes. Through lax enforcement of alloca-
tion rules, whether or not intended, even more of the export income
can escape taxation.

France has been notable in this regard, in that back in 1939, to
speak of history, the tax authorities issued another note stating that
the intercompany. pricing rules should generally not be enforced
against exporting companies. In 1973, French tax authorities issued
another note providing that these same intercompany allocation
rules need not be enforced where a French company can show it
did not follow arm’s length pricing for “commercial reasons.”

The fifth and the last item is one that I dealt with here this morn-
ing already, the so-called border tax adjustments. Most of our
trading partners rebate substantial indirect taxes imposed on com-
mercial transactions destined for export. In the Common Market in
particular, substantially all exports benefit from the remission of
the value-added taxes, VAT.

Some of these taxes, I might note, run as high as 30 percent. In
addition, exports of a wide range of Japanese products also benefit
from a commodities tax rebate which ranges from 5 to 30 percent.

Therebate or remission of indirect taxes on exports was allowed
in the international trade rules, which were formulated at a time
when economists believed that indirect taxes were always shifted
forward in the price of the goods to consumers, but that direct taxes,
such as income taxes, were shifted back to the manufacturer.

I believe that a more sophisticated, up-to-date economic analysis
has shown that this distinction to a large extent is inappropriate
today.

T}?’e analysis, I believe, indicates that the shifting of the tax bur-
dens does not depend so much on the type of tax involved, but more
on the competitive factors facing the corporation involved.

Taxes must be viewed as an integrated phenomenon, bearing both
on domestic and international economic and trade mechanisms. High
rebatable indirect taxes compensated for by lower effective corporate
taxes, allow corporations the luxury of competitive pricing in the
international markets, as well as perhaps a cheap additional source
of capital funds.

In a recent white paper, prepared by the committee which T repre-
sent today, the tax benefits of the U.S. DISC program were com-
pared with the effects of the export income exemptions and the
territorial system rules in six of our important trading partners. T
think the lessons of these analyses, which are shown in my prepared
statement, are clear.

Even where the comparison of the tax-related export subsidies is
limited to the foreign territorial preferences, foreign companies are
shown in these figures to have a distinct advantage over their U.S.
competitors. The proliferation of foreign tax-related export incen-
tives, which I have outlined briefly for you, have been permitted by
the ambiguities, lax enforcement and structure of our GATT rules.
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For more than a decade the United States has been pressing for
greater fairness in the international trade rules governing the use
of tax benefits as export subsidies. The problem with the GATT
rule and the reason for their unsuccessful resolution of U.S.
attempts to reform them are outlined in appendix D of my prepared
statement. Nonetheless, the implications of these foreign tax-related
export incentives for U.S. policy is, to my mind, quite clear.

Given the fact that our trading partners offer substantial tax-
related export incentives, and these practices do confer a competi-
tive advantage on their exporters, the United States must continue
to pursue a policy of bringing more conformity and stricter adher-
ence to the GATT rules on export subsidiaries. _

Until such a general review has been achieved, the United States
should not only maintain, but also improve its DISC program.

It has been suggested, as you know, by the administration that
the DISC legislation be repealed. In my view and in the view of the
committee I represent, doing so would be contrary to the goals of
the U.S. Government as expressed in the original DISC law, and
the intent of the Congress.

Thank you, Mr. Chairman.

[The complete statement of Richard Hammer follows:]
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INTRODUCTION

Over the past two decades, two opposite trends in inter-
national trade have had a substantial impact on our international
trade relations. First, the “Kennedy Round" of trade negotia-
tions during the 1960's resulted in a staged reduction in tariffs.
Second, and at the same time certain import duties were being
gradually lowered and trade liberalized in that way, the size
and scope of foreign export incentives and other non-tariff
parriers to trade (NTBs) have escalated. As a result, these
export subsidies and other NTBs have assumed a much more promi-
nent role in determining a country's share of international
trade and the competitiveness of its manufacturers' products.

The distortions to trade which these NTBs, and export
subsidies in particular, have introduced have had serious
consequences for the economic well-being of the United States.
Trade has become an increasingly important component of the
U.S. economy. At the same time, the U.S. share of world exports
has fallen sharply, and technology is no longer an American
private preserve. This means that the U.S. competitive position
in world trade has declined just at the time when that trade
has become more significant to our economic health.

The escalation of export subsidies over the past two
decades reflects the importance of exports to the economies
of many of our trading partners. Exporting is, and tradition-

ally has been, a more important factor in foreign economies

27-039 O -178 -8



110
-2 -

than in the Unitéd States. During 1976, for example, exports
from the European Economic Community represented 27 percent
of that region's gross product--up substantially from 14 per-
cent in 1955.l/ Similarly, the ratio of exports to the pro-
duction of goods in Japan is currently over 30 percent.Z

The proliferation of export subsidies also reflects the
prominence of exports in the "industrial policies”" of our
trading partners. On a national level, many countries have
pursued policies of "export-led growth" to increase aggregate
national demand (and, of course, employment). By the same
token, many of these countries have pursued policies of export
expansion to offset cyclical declines in domestic demand.
The underpinnings of the latter policy is the fact that foreign
manufacturers cannot reduce output in response to slack demand
because of their heavy debt-financing and their unwillingness
(or inability) to lay off workers.g/ In Germany, for example,
economic recovery plans for 1977 posited a growth rate for
exports twice that of domestic production. And according to

one recent report, it was precisely this consideration which

led the Japenese steel industry to seek expanded markets in

1/ Robert R. Nathan Associates, U.S. Foreign Trade and
Employment, unpublished manuscript, 1977.

2/ Lawrence A. Fox and S. Stanley Katz, "Dollar Devaluation,
Floating Exchange Rates, and U.S. Exports", Business
.Economics, January 1978.

3/ Gary R. Gray, "In Defense of the Dollar", New York Times,
August 7, 1977.
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the United States in recent years, often using unfair com-
petitive practices and with severe impact on U.S. steel
companies and workers.ﬁ/

On‘an industrial level, scale of production economies
require that a relatively high proportion of operating capacity
be devoted to exports. Similarly, new industries use a version
of export-led expansion to quickly achieve economies of scale,
rapid, broad-based market development and "production experi-
ence".§

A final consideration, one which has become increasingly
important over the past five years, has been the dramatically
increased cost of imported oil and raw materials. Our trading
partners have pursued vigorous programs of export expansion
to offset the impact of increased import bills on their trade
and national economies.

Given these considerations, it is not surprising that our
foreign competitors have developed broad national programs to:
(1) increase their exports; (2) increase the willirngness and
ability of their manufacturers to export; and (3) increase
the competitiveness of their products abroad. What might
be surprising, and should be of concern, is the extensiveness
of these export programs and their successes. As another

recent report has noted:

4/ American Iron and Steel Institute, Economics of
International Steel Trade, May 1977.

5/ Stanford Rose, "The Secret of Japan's Export Prowess",
Fortune, January 30, 1978.
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What characterizes export policy abroad,
particularly in Japan, is that a combination
of financial, economic and promotional measures
are utilized in which industry and government
cooperate closely and coordinate their activities
to achieve objectives commonly agreed upon.
For example, in Japan the exchange rate has been
kept undervalued; government subsidies have been
provided for the import of machine tools and raw
materials; joint government-industry programs
have been applied to penetrate foreign markets in
such industries as sewing machines and electronics
through selective credit controls; and dual pricing
has been practiced. These policies have been quite
effective, both in competing in the markets of
other developed countries and in the developing
countries, where Japan has captured the lion's
share of the import growth market. 6/

Included in these broad national export programs are
a number of export incentives, subsidies and promotional
devices, which may be classed into two groups: non-tax export
incentives and tax-related export incentives. Non-tax export
incentives include such programs as official credit assistance,
insurance guarantees, cash grants, etc. As a general rule,
it is these practices which are usually recognized in public
discussions as "foreign export incentives", and the com-
petitive effects of such programs are also widely understood.

It has only been in recent years, however, that the
widespread use of tax-related export incentives have come to
be generally understood. Within the last two years, rapid

developments in the international trade field have made the

6/ Nathan Associates, U.S. Foreign Trade and Employment.
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use of tax export incentives one of the most pressing issues
in the trade relations area. Two major controversies--the
debate within the Council of the General Agréement on Tariffs
and Trade (GATT) over the income tax practices of Belgium,
France, the Netherlands and the United States, and litigation
in U.S. courts over the impositioﬁ of countervailing duties
upon imports which are subsidized by the remission of indirect
taxes--have focused domestic and international attention on
this area of international trade law.

Because of the importance of these tax-related practices,
and because other witnesses before the Committee will deal
with non-tax export incentives in fuller detail than is pos~
sible here, the remainder of this statement will focus on
tax-related export incentives. Appendix A, however, presents
a series of charts which compare both the tax and non-tax
export promotional practices of 18 countries. 1In addition,
Appendix B provides country-by-country analyses of the export
practices, again both tax and non-tax, of six of our major
trading partners (Belgium, France, Germany, the Netherlands,

1/
Japan and the United Kingdom). Together, these discussions

1/ Information in these appendices and the following
description of tax-related incentives is based on a study
prepared for the U.S. Department of Treasury by an account-
ing firm and a law firm. 1In 1976, the study was updated
by the same professionals to make this information current
as of January 15, 1976. Additional information has been
incorporated from a study prepared by the Special Committee
for U.S. Exports during 1977.
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provide an overview on the massive panoply of export incentives
and subsidies which foreign governments provide to their

exporters.

FOREIGN TAX-RELATED EXPORT INCENTIVES

The development and use of tax-related export incentives
by virtually all of our foreign competitors should be of
particular concern to U.S. policymakers. Although such prac-
tices are in theory strictly limited by international rules
on export subsidies under GATT, massive export incentives and
subsidies have been developed to greatly increase the com-
petitiveness of foreign exports. These practices do so, as
will be noted below, by permitting substantial export price
reductions, significant increases in export profits and
deductions which are applied to the non-price determinants
of export competitiveness--or both.

At the outset, it should be noted that the rise of state-
trading nations and government-owned corporations has further
exacerbated the tax-related export incentive problem. Be-
cause such companies are directly subsidized by their govern-
ments, the already massive tax benefits outlined below are
magnified by the fact that they can manipulate profits and
losses to gain additional advantages.

Although the U.S. has only one tax~related export incen-
tive--DISC, foreign countries use many tax-related export

incentives, which fall within five basic categories:
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(1) non-taxation of export income;

(2) safe-haven rules which permit preferential
treatment (or even non-treatment) of foreign
branch income, foreign subsidiaries, and
dividends from export operations;

(3) special deductions, credits, or reserves
for export-related expenses and industrial
development;

(4) administrative practices which permit special
tax treatment; and

(5) border tax adjustments, including the re-
mission or rebate of indirect taxes.

1. Non-Taxation of Export Income

In a few countries, income from direct export sales is
completely exempted from taxation. In Ireland, for example,
both domestic anq foreign corporations are granted total
exemption from income and corporate profit taxes through
1980 on profits generated by the export of goods manufactured
or agricultural commodities produced in Ireland. To achieve
this exemption, the percentage of export sales to total sales
is multiplied by the profit for all sales, and the resulting
amount is tax-exempt.

Similarly, the Brazilian income tax reaches only income
earned within Brazil. Under the Brazilian Export Incentive
Act, a deduction from taxable income is authorized for the
portion of income attributable to export sales. And even
though such profits are not taxed, the Act permits operating

losses to be carried back six years.
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2. Safe-Haven Rules

Perhaps the most widely discussed tax practices which
confer benefits on exporters is the use of safe-haven rules
for the taxation of foreign source income.

The foreign branch income of a U.S. parent corporation
is fully subject to U.S. taxation, less allowance for any
foreign income taxes actually paid. 1In sharp distinction,
income from an overseas branch of a foreign parent may be
treated in a manner ranging from no tax liability whatso-
ever to only a fraction of that borne by the parent's
earnings from home market sales.

If a branch operation of a foreign firm is given the
legal framework of an offshore subsidiary, the typical con-
sequences can be even more advantageous, particularly if
the subsidiary is established in a lower tax-rate country.
While this principle of "territoriality" applies to some
degree to U.S. ;xports through a foreign subsidiary, the
U.S. is unlikely to provide an exemption of all taxation
because of the provisions of Subpart F of the Internal
Revenue Code. However, in most of the major industrialized
nations-~including our principal competitors in world trade--
this same income is not taxed at all and those countries
which do tax such income do so at greatly reduced rates.
Germany and Canada are the only other countries which have
adopted Subpart F equivalents to penalize the establishment

of subsidiaries in tax-haven countries.
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In order to preserve the tax advantages--and thus the
export stimulus--flowing from this failure to tax the income
of offshore selling branches or subsidiaries, most foreign
governments also give special tax treatment to dividends
paid by such offshore entities to their parent firms. ‘In
the United States, of course, dividends received from an
offshore subsidiary are fully taxed at the ordinary corporate
income tax rates. 1In most foreign countries, such dividends
are totally or almost totally exempt from taxation.

The advantages which can be derived from these foreign
rules by those in the exporting business are obvious: by
channeling all their exports through foreign based sales
offices or subsidiaries located in tax-haven countries, they
can escape home country taxation on substantial portions
of their income. This result is possible because the parent
corporation's government does not tax the income allocated
to the offshore company, and then fails once again to tax
that income which is repatriated by the parent firm.

France, Belgium, the Netherlands, Brazil and Spain pro-
vide clear examples of how safe-haven rules are used for
export subsidization. France totally exempts foreign source
income from taxable income. 1In addition, foreign source in-
come is defined in a very broad way so as to include any
income derived from permanent establishments abroad, from
operations abroad of dependent agents, and from operations
constituting a so-called "complete commercial cycle" outside

France. Under the Complete commercial cycle theory, a French
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company may derive non-taxable income without a permanent
establishment abroad by simply conducting activities outside
France. Moreover, the French parent may exclude from its
taxable income 95 percent of all dividends received from an
offshore'subsidiary.

In Belgium, the income of an offshore branch is taxed
at one-quarter of the ordinary corporate income tax rate,
provided that the income arises from activities conducted
aproad and is taxed by the foreign government, regardless,
however, of how low that government's tax rate may be. The
amount of tax paid in the foreign country is deductible by
the parent corporation. Moreover, Belgium does not tax the
iqcome of a foreign subsidiary and 95 percent of the divi-
dends received from the subsidiary can be excluded on the
tax return of the Belgian parent corporation.

In the Netherlands,'a Dutch company is taxed on its
worldwide income but it is almost never taxed in practice
on inéome derived from a foreign branch. Foreign source
income is taxable only if it has not borne a foreign cor-
porate tax, The rate of such corporate tax is immaterial
and it is not required that the tax has been actually levied
as long as it should have been levied in in normal circum-
stances. In addition, dividends paid to a Dutch company
by a sales subsidiary in a tax-haven country are free of
Dutch income tax if the Dutch company controls as little

as 5 percent of the foreign company, and provided that the
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investment is related to the business activity of the parent.
This exemption not only applies to dividends but also to
such items as capital gains and interest.

As noted above, the Brazilian corporate income tax
reaches only income earned within Brazil. Income earned
outside of Brazil by a foreign branch or affiliate is thus
free from Brazilian tax. Moreover, the paymeﬁt of dividends
by a foreign subsidiary to a Brazilian parent is also free
from tax in Brazil, even where the offshore subsidiary pays
no income tax in the country where it is domiciled.

In Spain, the income of a foreign subsidiary is not
taxed. Dividends received by a Spanish parent company from
a subsidiary are not subject to Spain's 36 percent corporate
income tax; however, where the Spanish parent owns at least
25 percent of the foreign company, the Spanish firm can take
a credit against its income tax liability equal to 33 percent
of the amount of tax payable on the dividends received--
even though the income of the foreign affiliate itself was
not taxed. This credit, which is available to subsidiaries
paying no tax, reduces the effective tax on the dividend to
24 percent.

Another facet of foreign taxation which increases the
value of the safe-haven rules is the fact that foreign losses
are deductible from domestic profits, even though the foreign
profits were not subject to tax. As such, it is a great
incentive toward the establishment of new sales operations
abroad and substantially reduces the cost of potential losses

and the risk of exporting.
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For example, a French company can elect to compute its
income on a worldwide basis (including profits and losses
of its foreign branches) or on a consolidated basis (including
the profits and losses of its foreign branches and subsidiaries).
This option allows a French company to "have it both ways".
If its foreign branches or subsidiaries show profits, those
profits are not subject to French taxes. But if the foreign
entities show losses, it can elect to use them to reduce
its taxable domestic income. Similarly, the losses of a
foreign branch are fully deductible by a Belgian parent--even
though the income of the branch is taxed at only one-quarter
the normal corporate tax rate and may in some cases be exempt

from Belgian tax by treaty.

3. Special Export Tax Incentives

In addition to the already substantial export incentive
practices noted above, foreign countries have developed
extensive systems of special income tax crédit, deductions
and reserves, keyed specifically to export operations. Such
devices include:

a, Tax Deductible Reserves

A number of countries permit their exporters to consti-
tute special, tax-deductible reserves to absorb export credit
risks, operational losses and promotional costs. French

companies are permitted to establish reserves for the losses
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of foreign branches and subsidiaries, again even though the
profits of such entities are not taxed. The reserve is equal
to the amount of capital invested in the foreign company or
branch during the first five years of existence or, alternatively
(if the entity is located in the EEC) the total losses of
the foreign entity during its first five years of operation.
In addition, exporting companies are allowed to constitute
deductible reserves to cover credit risks; companies which
extend two to five year credit can create a reserve of up

to 10% of the amount of the credit. If the company continues
to sell on such credit terms, it can indefinitely defer

a portion of the tax on its export income.

Similarly, Germany permits domestic companies to
constitute special reserves for losses incurred by a new
foreign-based company, even though it allows current
deduction for foreign iosses. These reserves apply to the
acquisition or establishment of foreign subsidiaries and
it is gradually restored to income. However, where a
German company exports capital goods in exchange for an
interest in a foreign company, it is allowed a tax deferral
on the profits realized by creating a deductible reserve
which is gradually dissolved after five years.

In Japan, exporters may deduct amounts credited to a
reserve for overseas market development. The deductions
may go from 1.0% to 1.7% of export value of goods purchased

from others, and from 1.5% to 2.3% of all other overseas
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transactions. Second, Japanese companies with overseas
subsidiaries (10% owned or more) can deduct amounts credited
to a reserve for losses on their investments in such cor-
porations. Third, Japanese exporters can establish tax-
deductible reserves for exchange losses on their net long-
term export receivables.

Under Spanish law, corporations engaged in exporting
may establish special deductible reserves equal to 50% of
their net profits from export operations for (1) future
acquisitions of assets to be used in the export business
and (2) future expenditures for overseas advertising and
marketing.

b. Deductions for Export-Related Expenses

A number of countries permit deductions for expenses
tied specifically to exports. In some cases, these deductions
are not available to domestic companies and in others are
more limited for domestic firms. 1In Britain, for example,
business entertainment expenses are deductible for tax purposes
only if the customer entertained resides overseas and is
carrying on a trade or business. Similarly, in Japan, export-
related entertainment expenses are fully tax deductible, un-
like other entertainment expenses whose deductibility is
limited.

Other special deductions include accelerated depreciation
for export-related production assets (in Spain, companies

which export more than 50 percent of their production may
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take accelerated depreciation of up to 40%); deductions
for other export promotion expenses; and special deductions
of credits for ocean freight costs.

It should be noted, however, that a number of countries
prefer to provide allowances and cash grants to cover the
expenses of export activities. 1In Canada, for instance,
the Department of Industry, Trade and Commerce will make
contributions to the cost incurred by Canadian companies
for pre-contractual expenses for capital projects, market
identification and adjustment, participation in trade fairs,
the entertainment of foreign buyers, and the establishment
of export consortia. While repayment of the contributions
is contemplated over three years, it is possible that such
grants will not be fully repaid. To the extent that unpaid
grants are not realized as income, they can constitute further
tax advantages for foreign companies.

¢. Exemptions and Credits for Other Taxes

In addition to the special export incentives noted above,
a number of countries permit exporters to be excepted from
certain domestic taxes or provide credits for foreign taxes.
Since 1975, France has imposed a temporary and refundable
33-1/3 percent "inflation levy" on increases in profit margins
over the preceding year's margin. Transactions associated
with exports, however, are exempted from this levy. In Brazil,

commissions paid by Brazilian exporters to overseas agents
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are exempt from withholding taxes and the withholding tax
rate is reduced on royalties and interest paid by exporters
to foreign persons or companies. In the Netherlands, a tax
credit is given for withholding taxes levied by certain less-
developed countries (LDCs) on interest and royalties paid to
the Belgian firm by residents in those LDCs.

d. '"Tax-Related" Payments

Another tax benefit certain exporters can receive is
the remission of other taxes paid. 1In Italy, Law 639
grants an Italian exporter a remission of a variety of
taxes not directly related to the exported merchandise.
The nature and amount of this rebate varies from case to
case. In Spain, exporters of a wide range of products
receive "desgravacion fiscal" payments. Although these
payments purport to be rebates of various indirect taxes,
they are paid to the exporter even if no such taxes were
incurred. The desgravacion fiscal rates vary from product
to product, with most rates falling between 10% and 15%
of selling price. Similarly, Brazilian exporters receive
a "rebate" of the amount of excise and sales taxes which
would have been paid had the exported merchandise been
sold domestically--i.e., a negative credit on indirect
taxes. The term "rebate" is obviously a misnomer, since
export transactions are exempt from Brazilian sales and

excise taxes.
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The list could be expanded almost indefinitely. The
ingenuity of modern nations in creating tax export subsidy
devices appears to be without limit. Brazil, for example,
authorizes other special tax incentives for "trading
companies", businesses which purchase manufactured goods
solely for export and for manufacturing companies which sell
to such "trading companies".

But, in-addition to the special tax incentives which
are directly tied to exports are a number of incentives
which indirectly benefit exports. Every country is con-
cerned with its balanced economic development at the
industrial or regional level. 1In order to encourage the
development of certain industrial sectors or of certain
depressed areas, all European countries grant tax incen-
tives. While these incentives are not officially or
directly related to exports, in practice they often serve
as additional export incentives. 1In a small country like
Belgium, large industrial undertakings normally export the
great bulk of their production so that any incentive for
a substantial industrial operation, whose economies of
scale is dependent on export shipments, is largely an
export incentive.

That, however, is not the end of the matter. The
officials who administer these development incentives
determine to whom they can be granted. In France and

Belgium, at least, officials will typically inquire about

27-039 O -78 - ¢
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the export plans of the applicant and it has been the
general experience that the incentives are more readily

available when there are plans for substantial exports,

4. Administrative Practices

To the specific tax practices enumerated above must
be added tax administration practices which further the
advantages of the incentives to foreign companies.

Of primary importance is the administration of rules
governing the allocation of profits and income among re-
lated companies. Most countries have tax provisions
similar to Section 482 of our Tax Code, which requires a
reallocation of income between related entities to reflect
arm's length dealings. This provision strictly limits, and
generally hurts, U.S. sellers abroad. However, most foreign
countries have used such provisions to further benefit ex-
porters.

These reallocation rules are crucial in determining
the extent to which the income from exports can escape tax
or enjoy a low rate of tax. Given that foreign source income
is in one way or another substantially free of tax, the
more of the income treated as foreign source income under
the reallocation rules, the more of income enjoying low or
no taxation. On the other hand, if reallocation rules are
strictly enforced so that only a small part of the income
is foreign source income, the benefits from the exemption

or low rate on foreign source income is much less.
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The rules of a number of foreign countries are par-
ticularly generous to their exporters, requiring considerably
less than 75%,.0or even 50% in some cases, of the income to
be taxed in the home country. Through lax enforcement of
the reallocation rules, however, even more of the export
income can escape taxation. In France, for example, tax
administrators issued a Note in 1939 which specifically
stated that the intercompany pricing rules should generally
not be enforced against exporting companies. In 1973, French
tax authorities issued another Note providing guidance that
the rules not be enforced where a French company can show
that it 4id not follow arm's length pricing for "commercial
reasons". ‘

In Belgium, reailocation rules are infrequently in-
voked by the Tax Administration as long as the Belgian
taxpayer realizes a normal profit. 1In some cases exporters
have received formal assurances from the Administration
permitting favorable allocation. While in the Netherlands
the reallocation provisions are more strictly enforced, the
taxpayer may negotiate advance agreements on pricing for
exports. Even in Germany the strict enforcement of these
rules has been relaxed from time to time where the German
economy as a whole was involved or where exports at cost
or at prices below cost permitted full utilization of the
German parent's production capacity. In the United Kingdom,

British companies can show that the activities of a foreign
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sales subsidiary will increase exports from the United
Kingdom. Such assertions are known to have considerable
influence on the attitude of the authorities toward low
prices for exports to selected companies.

Other administrative practices which benefit exporters
include the ability of foreign companies to negotiate tax
"agreements" with their governments. As noted above, such
"agreements" can be discussed with respect to intercompany
pricing rules. 1In addition, small and medium-sized French
firms can form joint ventures for the purpose of improving
their exports and then negotiate favorable "tax agreements"

with the government to obtain substantial tax relief.

5. Border Tax Adjustments

Most of our trading partners rebate the substantial
indirect taxes imposed on commercial transactions for
exports. In the Common Market, substantially all exports
benefit from the remission of Value-Added Taxes, with some
rates in excess of 30 percent. Exports of a wide range of
Japanese products also benefit from commodities tax rebates
ranging from 5 percent to 30 percent.

The rebate of remission of indirect taxes on exports
was allowed under international trade rules which were
formulated at a time when economists believed that indirect
taxes were always shifted forward in the price of the goods

and direct taxes (such as income taxes) were shifted back
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to the manufacturer. 1In view of recent, more sophisticated
economic analysis, this distinction is, to a large extent,
chimerical. The analysis indicates that the'shifting of
tax burden does not depend so much on the type of tax as
upon’ competitive market conditions.

It has become obvious that, when rebates of indirect
taxes are permitted and rebates of direct taxes are (in
theory) forbidden, a country with a comparatively higher in-
direct tax burden which is rebated on exports has a distinct
competitive advantage in world trade. Only recently, and
in response to countervailing duties challenges from U. S.
companies, that these countries have denied that the
indirect-tax system does not work as a special and effec-
tive export tax incentive. Indeed, foreign governments
have privately stated that indirect-tax systems do have
these effects. Moreover, Belgium and Germany, for a time,
imposed temporary additional taxes on exports, actions which
constitute an admission of stimulative indirect-tax effects
on exports.

Taxes should be viewed as an integrated phenomenon,
bearing both on domestic and internatiohal economic and
trade mechanisms. High rebatable indirect taxes, compen-
sated for by lower corporate and individual income tax rates,
allow corporations competitive prices in the international
market as well as cheap additional capital investment funds
and improved cash flow which in turn improve their competi-

tive capacity.
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EFFECT OF FOREIGN TAX INCENTIVES

In a recent White Paper prepared by éhe Special Com-
mittee for U. S. Exports, the tax benefits of the U. S.
DISC program were compared with the effects of the export
income exemptions and safe-haven rules of six of our
trading partners.g/ The clear lesson of these analyses,
shown in Appendix C, is clear: even where the comparison
of tax-related export subsidies is limited to foreign safe-
haven preferences, foreign companies are shown to have a
distinct advantage over their U.S. competitors. As noted
in Tables 1 and 2, these foreign practices materially in-
crease the competitiveness of foreign exports, through
substantial price reductions and/or increased profits and

cash flow.

8/ While the U,S. DISC program in some respects is analogous
to these safe-haven tax practices, in that it creates a
"domestic" safe-haven within the U.S., it should be noted
that these practices exempt foreign-source income from
taxation while DISC only defers taxation. In this respect,
DISC is more analogous to the export reserve systems dis-
cussed above,
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Table 1

EFFECT OF CERTAIN FOREIGN EXPORT TAX PRACTICES

Increase in After-Tax Profit on $10,000 Sale
Attributable to Export Tax Incentive

Belgium $ 300 ( 28.7%)
France $ 280 ( 28.0%)
The Netherlands $ 290 ( 27.9%)
Brazil $ 200 ( 14.3%)
Spain $ 65 ( 5.1%)
Ireland $1000 (100. %)
U.s. (DISC) $ 15.60 ( 1.5%) 2/
Table 2

Export Price Reductions Made
Possible by Tax Incentives

Belgium $ 330
France $ 300
The Netherlands $ 320
Brazil $ 223
Spain $ 90
Ireland $1000
U.S. (DISC) s -0- 9/

Source: White Paper: The Increased Importance of DISC as

An Element OF U.S. Policy in International Trade,
SCUSE, August 1977

It should be noted that the export sale through the-
DISC does generate an additional cash flow of $240,
the amount of the tax deferral. However, that tax
will ultimately have to be paid. Thus, this amount
cannot be considered either as additional profit

or as being available for a price reduction. Because
taxpayers can use the cash flow generated by the
deferral, it could bhe considered that the DISC's
parent achieves a saving of interest otherwise payable.
At six percent, the imputed saving would amount to
$15.60, the amount used in the table. It should be
noted that this is not actual cash.
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THE NEED TO REFORM THE GATT RULES
ON EXPORT SUBSIDIES

The proliferation of foreign tax-related export incen-
tives outlined above has been permitted by the ambiguity,
lax enforcement, and inaccurate distinctions of the GATT
rules. For more than a decade, the United States has been
pressing for greater fairness in the international trade
rules governing the use of tax benefits as export subsidies.
It has and continues to be the U.S. position~-forcefully
stated by both Congress and by a series of Democratic and
Republican Administrations--that existing international rules
place American exporters at a severe disadvantage by allow-
ing other nations to grant massive export incentives.
Appendix D reviews the development of these GATT rules, the
controversy surrounding them and U.S. efforts over a number
of years to reform them.

Briefly, this basic unfairness to the United States
under the international rules has two major aspects:

First, despite the fact that, at least in principle,
the GATT places strict limitations on the use of direct-tax
systems to promote exports, the ambiguity and non-enforcement
of the rules have resulted in the proliferation of the sub-
stantial direct-tax export promotion systems outlined above.
Almost the only exception is the United States, which care-
fully tailored DISC--its lone tax-related export incentive--

to conform to the GATT rules.
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Second, the GATT rules give carte blanche to the remis-
sion or rebate of indirect taxes on export transactions. As
we noted above, this places the United States at a major
disadvantage, because it has made a policy choice to rely
principally for its revenue on progressive income taxes
rather than regressive indirect taxes. The U.S. position is
that any policy choice, made for legitimate domestic reasons,
should not place a nation's exporters at a disadvantage in

international trade.

IMPLICATIONS FOR U.S. EXPORT POLICY

Given the fact that our trading partners use substantial
tax-related export incentives, as well that these practices
do confer competitive advantages on their exporters, the
United States must continue to pursue a policy of bringing
more conformity and stricter adherance to the GATT rules
on export subsidies.

As we noted above, two recent developments have brought
the entire question of tax-related export incentives to the
fore and promise a basis for reform. These were the con-
siderations by the GATT Council of the complaint brought
against the U.S. regarding DISC and the U.S. counterclaim
against tax practices of France, Belgium and the Netherlands,
as well as litigation in U.S. courts seeking the imposition
of countervailing duties on exports benefitting from the

remission and rebate of indirect taxes.
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As the U.S. has long requested, these actions should
lead to a general review of the GATT code and export tax
practices. Indeed, both houses of Congress, in passing the
Trade Reform Act of 1974, specifically mandated the U.S.
Special Representative for the Trade Negotiations to seek
such a review and to pursue a "harmonization" of trade dis-
torting export incentives.

Until such a general review and reform have been
achieved, however, the United States should not only maintain
but also improve its DISC program. Although it has been
suggested that the DISC legislation be repealed, doing so
would be contrary to the goals of the U.S. government, as
expressed in the original DISC law and by Congress in its
authorization for the multilateral trade negotiations. To
improve the DISC program--increasing its incentive and provid-
ing greater counterbalance to foreign export incentives,
Congress should consider expanding the amount of qualified
income permitted to be deferred within the context of the

incremental rule adopted in 1976.
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APPENDIX A
CHARTS COMPARING EXPORT INCENTIVES OFFERED

BY THE U. S. AND FOREIGN COUNTRIES

CHART I. Description of Tax Incentives for Exports

Chart II. Description of Nontax Incentives for Exports

Note: Prepared in 1975 and 1976 from various sources including
counsel and accountants in some countries and published sources
in all. Since published sources cannot be fully current, there
may be some changes not recorded.
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APPENDIX B
DESCRIPTION OF EXPORT SUBSIDIES OFFERED

BY SIX MAJOR TRADING NATIONS

A. BELGIUM

B. FRANCE

C. GERMANY

D. THE NETHERLANDS
E. JAPAN

F. UNITED KINGDOM
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A, BELGIUM

Tax Incentives.
1., Taxation of foreign source income.
2. Rules for direct exports.

Under Belgian domestic law, fpreign branch
profits and foreign source real property income are
taxed in Belgium at a reduced rate. Such income must
have been "generated abroad," that is, the activity
which produces such income must be conducted abroad,
and in the case of foreign branch profits, it must
have been taxed abroad. The rate of tax is not
relevant nor are any special rules exempting the in-
come from foreign tax as long as the income is ac-
tually or.should have been taxed at regular rates.
The reduced rate is one-fourth the rate applicable
to income from domestic sources, meaning that
presently, foreign source income is generally taxed
at a 12 percent rate. Foreign taxes can be deducted
from taxable income. Under most Belgian tax treaties
foreign source income is exempt from tax in Belgium.
Foreign Sranch losses are fully deductible by the do-

mestic parent even though income of the branch would
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be exempt from tax in Belgium under a tax treaty.
Certain rules apply regarding the order in which
foreign losses may offset taxable profits. If the
loss is incurred in a non-treaty country, the loss
is applied first against foreign source income from
non-treaty countries, secondly against foreign source
income exempt by treaty and thirdly, against Belgian
source income. If the loss is incurred in a treaty-
country, the loss is applied first against foreign
source income exempt under the tax treaty, secondly,
against foreign source income from a non-treaty
country, and thirdly against Belgian source income.
If the Belgian operation results in a net loss, the
loss is applied fipst against Belgian source income
then against foreign source income from a non-treaty
country, and thirdly against foreign source income

exempt by treaty.
b. Rules for exports through a subsidiary.

Income from a foreign subsidiary is not tax-
able in Belgium and there ;s no provision comparabie
to Subpart F of the U.S. Internal Revenue Code.
Therefore, a Belgian company can freely take advan-
tage of the establishment of a foreign sales subsidiary

located in a tax haven country.
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2. Use of intercompany pricing rules to benefit

exports.

Unlike France, Belgium has no published circular
with respect to intercompany allocations involving exports
through a related company in a low tax country. Neverthe-
less, favorable intercompany pricing has been permitted by
the Belgian government, especially in the late 1950's and
early 1960's, as a means to encourage the establishment of
export industries. Although the Belgian tax authorities
have thé power to reallocate profits under Article A.24
of the Belgian Revenue Code, it appears that, in practice,
they have had considerable difficulty in obtaining adequate
information to enforce that provision. Moreover, the Belgian
government has issued formal letters to ﬁotential foreign
investors with respect to intercompany allocations on
exports which apply for a limited number of years. For
example, the Belgian authorities have agreed to accept
prices equal to cost plus 8 percent. These letters are
sometimes exteﬁded. However, in recent years it has been
more difficult, but not impossible, to receive such formal
assurances and the profit required in Belgium will depend
more on industry norms than in the past. Nevertheless,

letters are still being issued.
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3. Specific tax incentives indirectly benefiting

exports.
a. Depreciation.

No special depreciation or amortization is
allowed on assets connected with the production of
goods to be exported. However, such advantages are
granted for other purposes which indi;ectly benefit
the export industry. Special depreciation rates must
be .agreed upon with by the tax authorities which may
allow degressive depreciation, accelerated depreciation
and other special advantages. These advantages are
mostly granted in connection with the development of
certain depressed areas or industries. In various de-
velopment areas, the cost of equipment, tools and in-
dustrial buildings can be depreciated at an annual
rate which is equal to twice the normal straight line
depreciation during a maximum period of three years.

b. Exemption from real: estate taxes.

The government may grant an exemption from real
estate taxes on fixed assets for a maximum period of
five years. As in the case of depreciation, this
measure is primarily aimed at industrial and regional

economic development. There is indication however, that
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the administration is usually strongly influenced by
actual or potential exporting activities of an appli-

cant.

c. Profits realized from the sale of fixed assets

and shares.

Profits realized on the sale of land and build-
ings, machinery, equipment and shares may be subject
to a reduced income tax rate when the proceeds are
invested in a development area within a period be-
ginning 6 moﬁths before the tax period during which
the profits are realized and expiring 12 months after

the end of such tax period.
Nontax Incentives.
1. Nontax incentives directly benefiting exports.

a. No import tax or custom duties are imposed on
merchandise imported into Belgium, as long as it is
reexported within a short period of time, and that it

is not used or transformed in Belgium.
b. Export financing.

Belgian companies may discount commercial paper
received in export transactions at a rate usually more

favorable than that applied to commercial paper
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resulting from domestic transactions. Such rate is fixed
and controlled by the government. Under governmental
supervision, a special banking institution grants medium
term export financing at rates competitive with other coun-
tries. A majority of loans at even more favorgPle rates

is intended to encourage exports to developing countries.
Besides, under the Compromex program, interest rebates are
granted on export credits. The charge is borne by the
government and the interest burden may be reduced, for
instance, from 7 percent to 5 percent. The average rate of

interest borne by the exporter is 9 percent,
c. Credit insurance.

A special government agency called the "Office
National du Ducroire' insures long-term export credits
against general commercial and political risks as well as
any losses which might arise due to currency'fluctuations;

Coverage of risks ranges from 80 percent to 100 percent.
d. Government subsidized services to exporters.
--0ffice Belge du Commerce Exterieur.

This government agenéy provides for assistance

to exporters in the following areas:
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market studies and planning;

practical information regarding commercial
regulations and techniques;

publications;

documentation (Diplomatic reports, statistics);

legal help;

advertising assistance;

participation in commercial and industrial
fairs; and

organization of business conferences.

--Exporbel

This organization grants assistance for export

promotion to small and medium enterprises. It acts

as a consultant for the company and might go as far

as organ

izing a distribution network abroad, search-

ing buyers, collecting debt, packaging, shipping and

insuring

goodé for the exporter.

2. Specific nontax incentives indirectly benefiting

exports.

a.

pose of

Stimulation of exports is not the primary pur-

the various subsidies granted by the government

in order to develop investments and stimulate regional

development. But such measures sometimes have the

effect of encouraging exports because subsidies are

more easily granted when the industry is a potential

exporter.
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b. Among the incentives granted by the government

are:

--Interest subsidy under which the government
subsidizes a portion of the interest payable by the
investor on the loan. The subsidy is generally 2 per-
cent during a period of two years usually given on an
amount between 1/2 percent and 2/3 percent of the in-
vestment in fixed assets. But when the investment is
made in a development area, the rate of the subsidy
can go up to 7 percent during a period of five years
on an amount not exceeding 75 percent of the total in-

vestment cost.

--Direct financing of investments in lands,

equipment, machinery, and buildings.

--Non-interest bearing loans of up to 50 per-
cent of the proposed investment may be granted to fi-
nance research and development of new products and

new production techniques to be employed in Belgium.

--Financial assistance to meet the cost of

training workers.

--Government guarantees covering capital re-
payment, interest and other charges relative to medium

term qualifying loans.
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B. FRANCE

I. Tax Incentives.

France is certainly the most aggressive country, to-
gether with Japan, with respect to encouraging exports. It
1is one of the few countries which allows direct tax incentives
to its exporters. Besides, its basic tax structure has an

especially favorable impact on the export trade.

1. Taxation of foreign source income.

a. Rules for direct exports.

Foreign source income is not subject to
French income tax. Domestic source income is "all
profits realized by enterprises exploited in France."
As interpreted by the courts, foreign source income

—

is therefore any income:

--derived from establishments abroad;

--derived from operations abroad of
dependent agents; and

--derived from operations abroad which
constitute a "complete commercial cycle."
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In other words, the exclusion applies to income
derived from the direct and active conduct of a
business abroad either by a French company or by

a foreign coﬁpany. As a result, income of the
foreign subsidiary of a French company as well

as income from a foreign establishment is not
taxed in France because the profits are attribut-
able to activities conducted.abroad. Similarly,
profits derived abroad by a French company's

agent from strictly foreign activities are not
taxed in France. Moreover, certain income is con-
sidered as foreign source income even though the
French company has no establishment or agent
abroad. This is the case of income derived from
a "complete commercial cycle" abroad. The income
derived by a French company purchasing goods in
country A for resale in country B is excludable,
but the contracts must usually have been negotiated

and executed outside France.
b. Rules for exports through subsidiaries.

Income of a foreign subsidiary is not taxable

in France and France does not provide for any provision com-
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parable to Subpart F of the U.S. Internal Revenue Code.

There is no credit for foreign taxes paid unless a tax treaty
8o provides, but a French parent corporation is entitled to
exclude 95 percent of the dividends received from a foreign
subsidiary. 1In order to qualify for the exclusion, the French
company must own at least 10 percent of the outstanding stock
of the foreign corporation. Upon subsequent distribution to
its stockholders, the French company might be liable for the

precompte mobilier, which is a supplementary tax equal to

33 1/3 percent of the gross amount of tax-exempt dividends
received from foreign subsidiaries. But the corporation is
free to determiné whether the distribution is made out of
previously taxed or untaxed earnings, and as long as taxed
earnings exceed the amount of distribution to stockholders,
the corporation may escape the supplementary tax. Moreover,
shareholders are entitled to tax ' credits equal to 50 percent

of the cash dividend.
2. Use of intercompany pricing rules to benefit exports.
Article 57, C.G.I. authorizes the French authorities

to re-allocate income between members of an affiliated group.

With respect to exporting companies, the administration has
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officially stated that in dealing with French firms which

have subsidiaries or branches abroad engaged in the export
trade, it will not insist upon a strict application of such
provision, "in order to permit the maximum developmeﬁt of
exports and to aid in.the establishment of enterprises in-
tended to sell French products abroad." The statement provides
further that companies which possess an exporter's card may
sell to foreign affiliates at a price approachipg its cost
provided 'the transaction is motivated by commercial necessity
other than the desire to transfer profits abroad" (Note No.
893 of August 31, 1959, M.0.C.I. of September 26, 1959, Annex
0). This statement raised strong protestations in the United
States and the French Administration has issued a new Note in
May 1973. Even though the exporter's card was abolished in
1973, there is no indication that the Administration has
changed its policy of not strictly enforcing Article 57 against
French companies engaged in exporting. In fact, the 1973

Note simply reiterates the position of not systematically
applying Article 57 if commercial considerations rather than
the transfer of profits can be proved to be the motivating
factor. (B.0.G.D.I. 4A-2-7% dated May 4, 1973). Such an
attitude is of fundamental significance. It converts the

French basic tax structure with respect to taxation of foreign
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source income, into direct export incentives.

3. Specific tax export incentives.

a. Election to be taxed on a worldwide or consoli-

dated basis,

Upon authorization by the Ministry of Finance, French
companies can elect to compute their French taxable income
on a worldwide basis by adding together the profits and
losses of their French and foreign branch activities. Another
alternate election is to make a computation on a consolidated
basis for allbranches and subsidiaries, either domestic or
foreign. Under each system, credit is given for foreign taxes
with per-country limits of the French tax rate. The advantage
of using either method is that losses from foreign opera-
tions can be used to eliminate otherwise taxable profits from
French operations. This provision was enacted to put
French oil companies on a par with the U.K. and U.S. oil
companies. However, election of group taxation is not limited

to oil companies.

b. Special reserves for losses of foreign businesses.

In spite of the fact that profits of foreign
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branches or subsidiaries are not taxable in France, Article
39 octies A, C.G.I., as amended in December 1974, allows a
‘French company which establishes a foreign sales, research
or information office or subsidiary to constitute a special

deductible reserve equal to:

a) For activities established in the EEC countries,

the lower of

i) losses (determined in accordance with
French rules) incurred during the first

five years of operations, or

ii) the capital invested in said branch or

company during the first five years.

b) For activities established in other countries,
with the exclusion of tax havens, the reserve
can equal the amount of capital invested during

the first five years.

For both (a) and (b), prior authorization must
be sought from the Ministry of Finance but is
deemed given if not refused within two months

after the application was filed. It should Be
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noted that these foreign situtated activities
must be of a nature that contributed to the
sale of products manufactured in France (i.e.,
increase exports).
The reserve is gradually restored into taxable income start-
ing the sixth taxable year following the first investment

over a five-year period.

¢. Special reserves for investments in developing

countries.

French companies which establish industrial invest-
ments (e.g., manufacturing processing) in certain foreign
countries, listed by the Ministry of Finance (basically
developing countries) can, upon authorization from the
Ministry of Finance, establish a reserve in deferral of
French tax equal to a miximum of one-third of the capital
invested during the first five years of operations or for
investments made after January 1, 1975, the reserve can

equal a maximum of one-half of invested capital.

All reserves are to be added back to taxable pro-

fits in the same way as mentioned above.

27-039 O - 78 - 11
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d. Joint export programs.

When small or medium sized businesses coordinate
to make a joint effort to improve their businesses and set
up a company for the purpose, they can negotiate a tax
agreement with the Minister of Economy and Finance. This
agreement gives them substantial tax and nontax advantages
which vary from case to case. This program is made specifi-
cally applicable to joint export programs. The following

advantages are currently available to an approved company:

--medium and long-term loan funds from public
sources;

--rediscount facilities for drafts drawn by the
shareholders upon the company;

--the shareholders investment in the stock of
the company is deductible in the year made;

--the company, however, may depreciate its
assets in the usual manner; and

--capital gains upon the sale of shares in the

company may be reinvested without taxation
within one year in shares of a similar company.

The company is not eligible to deduct its expenses
for the establishment of a foreign office. It may

however, obtain insurance from COFACE.
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e. Deductible provisions for banks.

Banks and similar financing establishments which
have granted loans to finance exports or foreign trade are
allowed to constitute deductible provisions to cover the

risks attached to these credits.
£f. Specilal reserves for export credit.

Exporfing companies which extend medium term credit
are entitled to create a special deductible reserve to
cover the risks inherent in the extension of credit abroad.
Credit terms must be between two and five years. However,
any extension of credit which is guaranteed by the government
insurance corporation is entitled to this special deduction
regardless of its duration. The amount of the deductible
reserve cannot exceed 10 percent of the credit and the amount
deducted must be restored, but not until the final payment
of the credit granted has been made. Such a provision allows
a company to indefinitely defer a portion of its income, as

long as it is engaged in the exporting business,

g. Exclusion of exports from the "inflation levy."
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France introduced a new law, effective January
1, 1975, which is aimed at fighting inflation by penalizing
business "margin" increases which are not the result of an
increase in employment, exports or investments. The law
imposes a temporary and refundable levy on the increase of
a business enterprise's margin of a financial year over the
preceding financial year's margin. The margin is the dif-
ference between purchases and sales (value added) in a given
year, with certain adjustments. The rate of the levy is 33
and 1/3 percent. However, in order not to hurt export sales,
the law excludes from the margin computation all transactions
which are made in connection with exports. In other words,
export income is excluded from the new inflation levy. The

inflation levy provisions were extended to 1976.

4, Specific tax incentives indirectly benefiting exports.

A number of tax incentives are granted by the French
government in order to promote industrial and regional

development:

--exemption from local business tax up to a maxi-
mum of five years;

--reduction of registration tax from 16.60 per-
cent to 4.8 percent in the case of purchase of
a going business, ‘and from 20 percent to 5.28
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percent in the case of the purchase of land;
and

--accelerated depreciation of construction costs:
25 percent upon completion of the building.

These advantages are granted only to investments made
in development areas. 1In order to promote industrial con-
centration, the government also allows losses of the absorbed
or contributing company to be carried over by the surviving
company. Moreover, if the dissolution of a company is found
to improve the French economy, capital gains and reserves
distributed upon liquidation are taxed at a fixed rate of
15 percent. These advantages are granted upon special
authorization of the Ministry of Finance, and the practice
shows that the existing or potential exporting activities of

the applicant compény generally induce a favorable decision.
II. Nontax Incentives.
I. Specific nontax.incentives.
a. Export insurance programs.

A government corporation created in 1948

(COFACE) provides French exporters with extensive insurance
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coverage. The credit guarantees covered by COFACE can be

classified in 9 categories:

1) Production risk: guarantees against sudden
interruption of sales and resulting losses to the manufac-

turers or exporters prior to export.

2) Credit risk: guarantees against the risk of non-
payment by the foreign purchaser once the goods have been

exported.

3) Accident risk: guarantees against damage to

exported goods prior to their delivery.

4) Commercial risk: guarantees against the insolvency

of the foreign purchaser.

5) Exchange risk: guarantees against currency

fluctuation, devaluation and revaluation.

6) TInflation risk: guarantees against cost increases
of executing the contract. This coverage is not available

for goods exported to E.E.C. countries.
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7) Market development risk: guarantees against
expenses related to initial foreign operations including

start-uvp expenses and the building up of inventory abroad.

8) Exhibition expenses: guarantees participation
in industrial fairs (excluding fairs held in E.E.C. countries)
by covering expenses incurred, including rental and prepara-
tion of the stand, publicity costs, living and travel
expenses of representatives and the cost of returning the

goods exhibited to France.

9) Political risk: guarantees against acts of

foreign public authorities.

Short-term guarantees issued to COFACE are valid up to
180 days and are generally applicable to the sale of consumer
goods. Light durable goods and merchandise delivered in a

series can be covered up to 3 years.

Prior to March 1974, COFACE limited its short-term
guarantees to countries where the political and commercial
risks were not too high. Some of the countries excluded

produced oil and raw materials. In order to promote French
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exports to these previously excluded countries (e.g.,
Nigeria, Brazil, Indonesia), the Council of Ministers on
March 20, 1974 decided that the French Treasury would
assume the commercial risks, which means that COFACE now

can insure French exports to these countries,

Medium and long-term COFACE guarantees for the manu-
facture of heavy durable goods, plant installations, and
public works contracts are available but require special
authorization from an inter-ministerial commission. Special

contractual terms and conditions are required to be specified.

Coverage of the risks is 90 percent for political

risks and 85 percent for commercial risks.

The market penetration risk insurance covers 50 to
70 percent of future losses from a market development effort
during a period of three to five years. The exhibition
expenses insurance provides for an immediate payment to a
person showing its export products at an international fair
equal to 80 percent of all expenses mentioned above. 1In
these two types of insurance, the insured is required to
repay the amounts received when profits exceed expenses.
But he has had the advantage of that much “tional working

capital for the period.
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b. Export financing.

Credit to buyers and suppliers are generally used
to support both medium and long-term export transactions.
In France the government-related institutions dealing with
export financing is the Banque Frangaise du Commerce Ex-

terieur. (BFCE)

In cooperation with French commercial banks, the
BFCE limits its support to long-term credits. Medium-term
suppliers' credits are supported by the Bank of France
(Central Bank) by way of refinancing the early maturities
thereof and by establishing interest rates for export financing
in cooperation with French commercial banks and the BFCE.
Such discount rates are usually below the market rates.
The Bank of France discounts the early maturities of both
medium-term export paper (18 months to 7 years) and the
medium portions of longer-term export credits. Export cre-

dit insurance is a pre-requisite for refinancing.

The BFCE extends direct long-term loans on both
a supplier and buyer basis. Exportation of all goods and
services including capital goods are eligible for support.

Generally up to 90 percent of the contract value is supported
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(100% in some cases). The interest rates charged borrowers
for such long term export credits are generally 7.5 percent.
The BFCE also provides for long-term '"mixed loans" which
are a combination of normal commercial terms with "soft
terms" such as special long-term loans with extremely low
interest rates. The portion of the long-term loans so

subsidized varies from case to case,

c. Exporter's card,

Although the “Exporter‘'s Card" was abolished by
decree, March 27, 1973, it was expressly stated that the
various advantages previously granted to cardholders were

to be maintained.

A manufacturing company was usually entitled to
an exporter's card if at least 20 percent of its gross sales
consisted of exports, sales with France to nonresidents,
royalties for the use outside of patents and know-how and
certain advertising revenues. An exporter's card gave
substantial advantages, such as market promotion and exhibi-
tion insurance coverage equal to 60 percent of the respective

expenses for these activities (50 percent for other com-



167

-B25-

panies), duty free imports of export related goods up to
an amount equal to 10 percent of the company's exports,
and non-enforcement of the provisions under Article 57

of the C.G.I. relating to intercompany pricing rules.

2, Nontax incentives indirectly benefiting exports.

Investment incentives aimed at the development of
depressed areas and at deconcentration of the Paris regionm,
serve indirectly as an incentive to export to the extent
that a company which is an important or potential exporter
may obtain the incentives more easily. So far, this has
been the usual administrative practice. The main advantages

can be ligted as follows:

a. Industrial development and adaptation grants are
available up to 25 percent of the investment in the case
of the erection of new facilities and up to 20 percent in
the case of conversion or extension of the facilities,
The investment must exceed approximately $120,000 and create

at least 30 employments or increase employment by 30 percent.

b. Localization grants are available for companies
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establishing their headquarters outside Paris. The grant
may amount from 15 to 20 percent of the investment made.
It must create employment for at least 100 persons (50 in

the case of research and development facilities).

c. Decentralization indemnity.

Enterprises moving their production facilities
outside Paris are granted indemnities to cover moving expenses.
The grant may cover up to 60 percent of the total expenses.
Employees of such enterprise are also granted reimbursement

for their transportation and reinstallation expenses.

d. Training subsidies.

Subsidies may be granted for the training of un-
skilled labor and for in-plant training. It may consist
of 60 percent of the salary of the instructors and of the
trainees and 100 percent of the expenses of training the

instructors.

Apart from incentives aimed at regional develop-
ment, the government grants also additional incentives for
economic development in general such as special loans at
a low rate of 8 to 12 year duration for investments of spe-

cial economic interest.
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GERMANY

Tax Incentives.
1. Taxation of foreign source income.
a. Rules for direct exports.

A’ German company is taxed on its worldwide income.
The income from a foreign permanent establishment is com-
puted under German rules and added to the head company's
income. The law provides for a foreign tax credit, but
only to the extent of German rate on that same income.
However, most tax treaties exempt profits of foreign branches
from German taxes. Where this is the case, the German head
office may, upon application, still deduct its foreign es-
tablishment's losses from its domestic income. The losses
are first taken against any profits of other permanent es-
tablishments located in the same foreign country and then
against domestic income. The unabsorbed balance of loss
can be carried forward over a five year period. When suffi-
cient profits are subsequently derived from the establish-
ment(s) in the host country to offset the losses, the amount
of losses deducted in Germany must be restored. This pre-
vents a double deduction, but it does provide for an im-
mediate tax benefit when a new permanent establishment in-

curs start-up losses.
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b. Rules for exports through a subsidiary.

Income of a foreign subsidiary is not taxable in
Germany. However, if a subsidiary is domiciled in a country
with low taxation and is not active itself, the income of
this subsidiary may be deemed to be income of the German par-
ent company. Taxes paid by the subsidiary on this income
may, upon application, be used as tax credit in Germany.
This provision is somewhat equivalent to subpart F provi-
sions under the U.S. Internal Revenue Code, aithough less

stringent,

Dividends received from a foreign subsidiary are
taxable to the parent company unless a tax treaty provides
otherwise. Under most German tax treaties, Germany does not
include in income dividends received from subsidiaries where
the German parent owns 25 percent or more of the stock of
the subsidiary. Where dividends are taxed, there is a credit
for foreign taxes withheld at source. Except in the case
mentioned above, no credit is granted for foreign taxes paid

by the subsidiary on corporate income.
c. Reduced tax rates.

~-Where no tax treaty exists, however, foreign
source income may still receive very favorable treatment.
First, a German corporation is taxed lat the rate of 51 per-
cent but on its undistributed profits only. Profits which

are intended for distribution to shareholders are taxed at
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the reduced rate of 15 percent. This provision applies to

any type of income wherever derived from.

~--Moreover, under certain conditions the Federal
Minister of Finance can grant complete or partial forgiveness
of tax on the foreign source income of a resident taxpayer, or
determine the tax on such income at a flat rate. The first
condition is that the granting of either relief measure would
be in the interest of the German economy as a whole. The
second condition is that the application of the foreign tax

credit would present unusual problems in an individual case.

Taxation at a flat rate (25 percent) applies
to income from foreign unincorporated entities or from an
investment in a foreign commercial entity located in nontax
treaty countries. The entity must be exclusively or almost
exclusively engaged in the production or delivery of mer-
chandise abroad, the rendering of services abroad or the
importing of merchandise from a foreign country into Germany.
In the case of a foreign commercial entity, the investment
must amount to 25 percent or more of the entity's share
capital. Since the 25 percent tax rate is a substitute
for the usual tax rate and foreign tax credit, the election
for the flat tax rate becomes more advantageous as the foreign
tax rate decreases. It is therefore an incentive for the
establishment of sales companies or establishments in low
tax countries. However, even ;hough the income is distri-

buted to shareholders, it cannot benefit from the reduced
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tax rate applied to distributed corporate profits. On the
other hand, losses incurred by these establishments whose
income is taxed at the flat tax rate are fully deductible

by the German head office. Although provisions exist in
German law which penalize the establishment of subsidiaries
in tax haven countries, the scope of their application is
substantially limited by the fact that there are other means
for German companies to have foreign source income taxed

at low rates or not taxed at all.
d. Special provisions for deferral of taxable income.

--Under restrictive conditions, a foreign subsi-
diary's losses may lead to a deferral of taxes on the par-
ent's income. Upon acquistion or establishment of a cor-
poration abroad, the German parent may constitute a deduct-
ible reserve for the loss of the subsidiary to be allocated
to the percentage of shares owned, (but the amount of re-
serve can never exceed the book value of the initial invest-
ment). This reserve must be restored to income after five
years or as soon as profits have made up the losses. The
subsidiary must generally be 50 percent owned. A 25 percent
ownership is permissible when the corporation is situated
in a developing country. The foreign subsidiary must be
either a manufacturer or distributor, or must be-an agency
or perform trade services. The same provision exists in
French tax law but does not have the same purpose. The

French provision was more especially directed at the esta-
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blishment abroad of offices which would serve as antennas
for developing the parent's exports. The German provision
is aimed at boosting the establishment of foreign manufac-
turing concerns and capital exports but it obviously is

advantageous to foreign based sales companies.

--This provision is supplemented by tax deferral
devices to encourage export of capital goods in exchange
for an interest in a foreign company. The German parent
is allowed to defer German corporate income tax on the pro-
fits realized on the transaction by creating a deductible
reserve equal to the profit. The reserve is gradually dis-
solved after five years at a minumum rate of 20 percent
over a period of five years. The reserve can only be cre-
ated if the companies, partnerships, businesses or branches
in the foreign country are engaged in one of the activities
which qualify for concessions under the developing aid laws
enacted in 1969, i.e., the production or sale of merchandise,
the extraction of natural resources, commercial services or

agriculture and forestry.

--All these various tax provisions, which are
primarily aimed at encouraging capital export and foreign
direct investments, certainly provide substantial advan-

tages as well to foreign sales companies.

27-039 O - 78 = 12
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2. Enforcement of intercompany pricing rules.

As opposed to other European countries, Germany has
a policy of strict enforcement of the intercompany pricing
rules, much similar to the U.S. tax authorities attitude.
Intercompany pricing has always been an item to which the
German tax auditors have paid particular attention. Where
income of a foreign branch is exempt from German income
tax by reason of a tax treaty, the authorities generally
subject the intercqmpany transfer prices between the Ger-
man company and its foreign branch to a detailed examina-
tion. It is known, however that this rule has been relaxed
from time to time and that exports by German manufacturers
at cost or at prices-below cost have been approved in spe-
cial situations. Apart from instances in which an over-
riding interest of the German economy as a whole was also
involved, relaxation of the rules has sometimes been allow-
ed in situations where a German company operated at less than
capacity and production for a foreign subsidiary permitted

full utilization of the parent's capacity.
3. Various tax incentives indirectly benefiting exports.

a. Under the Berlin development law, a number of
tax incentives are granted to encourage the economic deve-

lopment of this area:
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--accelerated depreciation of up to 75 percent
on depreciable fixed assets acquired for a Berlin

branch;

--lower income and corporation profits tax rates

on the profits of a Berlin branch; and

--special value added tax concessions on goods
manufactured in Berlin and shipped to the Federal
Republic. The Berlin manufacturing company is
entitled to turnover tax preference of either

‘4.5 percent, 5 percent, or 6 percent of the invoice
amounts of its shipments to West German purchasers.
The West German purchaser is entitled on the other
hand to a turnover tax preference of 4.2 percent.

of the income price of goods purchased from Berlin.

b. Other special German laws grant various other
tax incentives mainly intended for economic development
of Eastern areas. The most significant of these incentives
is an accelerated depreciation of up to 30 percent for im-
movables and up to 50 percent of the cost of movable fixed
assets that are used in businesses located at the East
border of West Germany.

c. Accelerated depreciation;is also generally granted
in respect to special fixed assets such as those used for

sewage disposal, reduction of air pollutio ain mining
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equipment, research and development equipment. These in-
centives are not designed to promote export but it is clear
that where incentives are granted, the benefits resulting
therefrom are not restricted to domestic sales of a com-
pany's products. Export sales also benefit from these in-

centives.

Nontax Incentives.

1. Specific nontax incentives directly benefiting exports,
a. . Export guarantees through HERMES.

HERMES is a government-sponsored insurance company
whose function is to guarantee exports by assuming part of

the obligation for uncollectable receivables (commercial

risks) or for the manufacturing cost of equipment if the goods

ordered are not taken over by the foreign customer (produc-
tion risks)., As a rule, 10 to 20 percent of the risk must
be borne by the foreign exporter. The institution also
insures such other risks as rate of exchange fluctuations,

inflation and political risks.
b. Export financing.

In the case of export receivables financing is
possible either with private banks or with a government-
owned institution at preferential rates. Private banks
purchase only such receivables which have not been guaran-

teed by HERMES. The financing of export transac*‘~ons by
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a government-owned institution is available only in the
case of exports to developing countries and export of ships.
In such cases, long-term credits may be extended on both

a supplier and buyer basis. The percentage of contract
value supported generally varies from 70 to 80 percent for
buyer credits and it is slightly lower for supplier credits.

Like France and the U.K., Germany provides "mixed credits."
c. Technical assistance.

The German government provides assistance to ex-
porters by making information available on the import re-
quirements of individual foreign countries, import pro-
cedures, legal questions, customs duty rates, available
financing, etc. In addition, a government agency exists to
provide assistance to German firms participating in foreign

trade fairs,
2, Nontax incentives indirectly benefiting exports.

Germany grants substantial economic development subsi-
dies which may have a beneficial effect upon export trade.
Most of these subsidies are in the form of cash grants
allowed for economic development in selected areas. The
cash grants are computed after a given percentage of the
cost investment. The percentage ranqes from 5 percent to

30 percent of the cost of the investment.
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D. THE NETHERLANDS

Tax Incentives.
1, Foreign source income.
a. Rules for direct exports.

Although a Dutch corporation is taxed on its
worldwide income, it is almost never taxed in practice on
income ‘derived from a foreign branch. To avoid double
taxation on foreign source income, the Netherlands has
concluded tax treaties with many countries, under which
either foreign source income is exempt from tax by the
source country or the foreign tax imposed reduces or elim-

inates the Dutch tax on the income by means of a tax credit.

Where relief is not provided by treaty, Nether=-
lands law provides unilateral relief from double taxation
on foreign source income from a foreign permanent estab-
lishment, provided the permanent establishment is subject
to foreign income tax on said income. The Dutch tax is
reduced by the amount which bears the same ratio to the
Netherlands corporation tax liability on taxable income as

the foreign source income bears to taxable income.



179

-B37-
Example:
Foreign source income Dfl. 100,000
Netherlands source income Dfl. 700,000
Taxable income Df1. .
Tax (487 of 800,000) Dfl. 384,000
Exemption:
g%%——%g%‘gg% X Dfl. 384,000 = Dfl. 48,000
Final tax liability: = Dfl, 336,000

I1f the foreign source income had not been taken into ac-

count, the final tax liability would have been the same as

a result of the fixed corporate tax rate: 48% of 700,000
Df1. 336,000, Moreover, while profits of a foreign branch
are not subject to tax in the Netherlands, foreign losses
are fully deductible from domestic profits. If any loss
remains, it may be carried forward for six fiscal years,

and set off against future foreign profits.
b. Rules for exports through subsidiaries.

Income of a foreign subsidiary is not subject to
Dutch income tax. The Netherlands has no such provisions
comparable to Subpart F of the U.S. Internal Revenue Code.
The establishment of a sales subsidiary in a tax haven
country is therefore not penalized. Dividends remitted to
a Dutch company which is not an investment company are not
taxable in the Netherlands provided that (i) the parent

owns at least 5 percent of the issued capital of the foreign
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affiliate, (ii) that the equity participation is within
the scope of the business activity of the parent and of
the subsidiary, and (iii) that the foreign subsidiary is

subject to foreign income tax.

Where dividends are taxable, foreign taxes with-
held at source can be deducted from taxable income. Most
Dutch tax treaties, however, provide for a direct foreign
tax credit, in which case dividend income is reported as

gross income,
2, Enforcement of intercompany pricing rules,

In general, the Netherlands tax authorities attempt
to enforce the reallocation of income rules. However,
Dutch companies may make an agreement on income allocation
with the Tax Administration to cover a several year period

and these agreements can be very favorable to the taxpayer.

There are no statutory rules against the allocation
of profits between the head office and its foreign branch,
The tax authorities have the power to require proper re-
allocation, although substantial discounts made to the
branch by the head office may Be possible provided they

are made on an arm's length basis.

3. Specific tax incentives indirectly benefiting exports.

As a general rule, foreign source interest and royalties
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are subject to taxation in the Netherlands. However, many
tax treaties concluded by the Netherlands provide for re-
lief for foreign withholding taxes paid abroad. The
Netherlands does allow special double taxation relief with
respect to interest and royalties paid by residents in
certain non-treaty developing countries. It is required
that interest and royalties be subject to a tax on profit

in the source country and that it be actually levied.

Also, a few tax incentives are granted for the purpose
of economic development such as accelerated depreciation.
Throughout the country (except in the provinces of Utrecht,
South Holland and the main part of North Holland), one-half
of the acquisition cost of business premises acquired after
April 21, 1975 and before December 31, 1976 may be written
down on an accelerated basis. The maximum rate allowed is
25 percent per annum and the depreciation must be spread

equally over a period of two years.

In addition, an investment credit is available from
8 percent to 16 percent of the cost of certain capital

assets to be spread equally over a period of two years.
Nontax Incentives.
1, Specific nontax incentives benefiting exports

a. Customs duties.

No import duties are due on goods which are
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temporarily imported into the Netherlands for repairing,
processing or assembling and reexported thefeafter. Simi-
larly, no duties are due where goods are temporarily ex-
ported for repairing, processing, assembling and reimported
within one year after the exportation. Duties are levied

only on the incremental value of the goods imported.
b. Export financing.

Commercial paper obtained in export transactions
can be.discounted or pledged at favorable rates aé com-
mercial banks, under the guarantee of the Central Bank.
Moreover, the Export financing Company partly finances
medium and long-term export credit, at rates usually below

the market rate (usually 9.5%).
c. Credit insurance.

Almost all risks in connection with export trans-
actions may be insured with a special credit private insti-
tution which has special arrangements with the government.
Coverage is generally 75 percent, but a maximum of 100 per-
cent is possible, Exchange rate fluctuation risks may be

covered up to 95 percent,
2, Specific nontax incentives indirectly benefiting exports.

Aid to economic development is granted also by way of

nontax advantages., Such incentives, however, do have a
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favorable effect on export trade activities as well, to
the extent that over one-half of the gross national product

is currently exported. .
a. Investment premiums,

In the development areas, a subsidy of 25 percent
of the aggregate investments in fixed assets (lands, build-
ings, machinery) may be granted. The subsidy cannot exceed
approximately $1.1 million (Dfl. 3,000,000) and some re-

quirements must be met such as:

- a minimum investment of approximately

$150,000 (Dfl. 400,000).

- equity (capital plus reserves) after in-
vestment less premiums amount to at least

40 percent of the total invested capital.

The premium may, at the election of the enterprise, be
paid in a lump sum or in five installments,
b. Investment premiums for extension of industrial
enterprises.

Extensions of industrial enterprises, located in
certain stimulation areas, are eligible for a premium com-
posed of two parts: a lump sum of 15 percent of the cost
of investment in tangible capital assets and an amount of

approximately $2,000 (Dfl. 5,000) for each additional
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permanent job created. The aggregate premium cannot exceed
the lesser of either 25 percent of the cost of investment
or $1.1 million (Dfl. 3,000,000). The principal condition
for the grant of extension premiums is substantially identi-
cal to that for investment premiums,
c. Interest subsidies for the establishment of new
industrial enterprises.

Interest subsidies may be granted in connection
with projects of exceptional importance for the strengthen-
ing of the industrial structure of the southern and northern
development areas, The maximum subsidy is 3 percent over a
périod of not more than 15 years and may be available for
medium-term and long-term capital loans from commercial
banks. Although formally still in existence, the interest

subsidy has never been granted in practice.
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E. JAPAN
Tax Incentive.
1. Taxation of foreign source income.

Japanese companies are taxed on a worldwide basis
under rules which are much similar to those in effect in
the United States. Such tax system will not therefore,
be described in detail but only the relevant variances

from the U.S. tax system will be mentioned.

a. Japanese tax law has no provision comparable to

Subpart F of the U.S5. Internal Revenue Code.

b. The allowable foreign tax credit is computed on
the overall basis. For purposes of computing the limita-
tion, any loss incurred by a foreign branch need not reduce
other foreign source income. This provision is referred to
as the "modified" overall limitation and is available upon

application to the tax authorities.

c. Japan imposes an excise tax (so-called '"commodity
tax") on manufacturers, importers or retailers on the sale
of 17 types of commodities. Food, medicines and other
essential consumer goods and food products are outside the
scope of the tax. The tax ranges from 5 percent (for

beverages and motor vehicles with two or three wheels) to
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30 percent (mainly for luxury items). Commodities exported
are exempt from the tax., If the product is exported after
being taxed, the tax is repaid and there are special pro-
visions authorizing an exemption or repayment for component
parts of exported products. Imports are taxed at the same

rate as similar goods on the home markets,
2, Tax incentives directly benefiting exports.

Like any other country in Europe, Japan has been
somewhat concerned about encouraging exports. Because its
basic tax structure does not allow such effect, it has

traditionally provided for direct export tax incentives.
a. Reserve for overseas market development.

Corporations deriving income from overséas trans-
actions are entitled to deduct limited amounts credited to
a reserve for overseas market development. These trans-
actions include export of goods, sale of goods to an ex-
porter and processing of goods to be exported, provided
payment is in foreign currency. The deductions may go from
1.0 percent to 1,7 percent of the export value of goods pur-
chased from othérs, depending on the amount of the corpora-
tion's capital and may go from 1.5 percent to 2.3vpercent
for all other overseas transactions. One-fifth of the amount
credited to the reserve must be returned each year to income

in the five years immediately following the creditation.



b. Deduction of overseas investment losses.

Corporations acquiring and holding 10 percent or
more of particular shares of a '"Specified Overseas Enter-
prise Juridical Person', or 1 percent or more of particular
shares gf a "Specified Investment Juridical Person", can
deduct amounts credited to a reserve for losses from such
investments up to a specified ratio of the acquisition cost
of the shares. A "Specified Overseas Enterprise Juridical
Person'" is a corporation or other legal entity whose head
office is located outside Japan for purposes other than
avoidance of taxes and which conducts any kind of business
except the investment business. A "Specified Overseas In-
vestment Juridical Person' is a domestic corporation that
mainly invests in, or makes long term loans to, a specified
overseas enterprise juridical person. These juridical per-
sons are specified where their head office is located in a
specified statutory geographical area, mainly developing

areas or where they deal with such juridical persons.

Amounts deducted must be added back to taxable
income over a five-year period commencing five years after

the current taxable year of the deduction.
c. Foreign exchange losses.

A domestic corporation can establish a deductible

reserve for foreign exchange losses on its net long term
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receivables., Amounts deducted must be added back to tax-
able income in the next accounting period.
d. Entgrga;nment expenses related to export

activities.

There is generally a severe 1imitati§n on the
deductibility of entertainment expenses for tax purposes
in Japan., Ordinarily a deduction is limited to about
$13,333 per corporation plus 1/4 of 1 percent of capital.
The deduction for entertainment expenses in excess of this
is limited to 25 percent of the expenditure. However,
until 1971, a reasonable amount of overseas and/or domestic
travel and hotel expenses in Japan paid for nonresident
visitors and entertainment expenses incurred abroad in
connection with export transactions were not treated as
entertainment expenses for purposes of determining the deduc~
tible amount of entertainment expenses, and were fully deduc~

tible for corporate income tax purposes,
e, Export allowance.

Domestic corporations are allowed substantial
special deductions for certain overseas transactions in an
accounting period beginning on ‘or before March 31, 1976,
The deduction is the lesser of an amount computed by apply-

ing a percentage to proceeds or to net income, The eligible
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transactions are as follows, provided payment is in a

foreign currency:

--Sales or licensing of industrial property
rights and the furnishing of technical knowledge such as
know-how. The amounts deductible are 70 percent of the
proceeds from the transaction limited to 50 percent of the

total ordinary income.

--Sales of copyrights. The amounts deductible
are 30 percent of the proceeds from the transactions also

with a 50 percent limit.

--Consulting or rendering technical services
such as resegrch and planning with respect to the manufac-
ture or construction of production facilities, or technical
guidance regarding agriculture and fishing. The amounts
deductible are 20 percent of the proceeds from the trans-

action also with a 50 percent limit.
£. Accelerated depreciation in case of export sales.

In 1961, Japan enacted a law to provide for
accelerated depreciation in case of export sales. This
pfovision was repealed in 19721because its objectives were
no longer viable in that, while it was originally enacted

as a means of stimulating exports by providing tax relief,

27-039 O - 78 - 13
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beginning in 1969 Japan started experiencing an unfavorable
international balance of payments because of greatly in-

creasing exports.

Under this law, a corporation was allowed a tax
deduction for accelerated depreciation based on export
sales made in the immediately preceding year. The amount
of additional depreciation was computed by applying the
ratio of export sales over total sales to maximum ordinary
depreciation available. In other words, if export sales
were 30 percent of total sales, ordinary depreciation was
increased by 24 percent. Ordinary depreciation was at
generous rates in the first place. Additional increases in
depreciation could be allowed depending on the incremental

amount of export sales in each year.
Nontax Incentives.
1. Export financing.

‘a. Japanese suppliers can receive medium and long
term credits from the Export-Import Bank of Japan, a govern-
ment related agency. Generally, medium term sales are sup-
ported by means of direct loans at preferential rates of

interest. Medium term credits are not supported in Japan.

b. Long term credits are available from Eximbank

both on a buyer and supplier basis. Long term credits are
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those credits exceeding five years. Eximbank usually sup-
ports 48 to 64 percent of the contract value and the rates -
charged as of December 1974 ranged from 7.75 to 8.75 per-
cent, These rates include all types of financing charges

but not insurance cost.
2, Export insurance,

a. Export insurance is granted in Japan by the
Export Insurance Division/Ministry of International Trade
and Industry (MITI). MITI offers export bill insurance

‘to Japénese foreign exchange banks that have purchased
eligible debt obligations from exporters. This Japanese
Bank guarantee 1s available for consumer goods exﬁorts

only,

b. Moreover, a variety or risks are covered such as
insolvency of the buyer, protracted default, currency in-
convertibility, exchange rate fluctuations, loss of foreign
investment, and political risks, Commercial risks are
usually covered from 60 to 80 percent while political risks

are usually 90 percent covered.



192

~-B50~-

F., UNITED KINGDOM

Tax Incentives.
1. Taxation of foreign source income.
a. Rules for direct exports,

A British corporation is taxed on its worldwide
income provided it is a resident company., Residency is
determined in accordance with the place of management and
control and not the place of legal incorporation, Because
such a system could give way to substantial tax evasion
by exporting the control of a U.K. corporation into a
foreign country, a resident corporation must apply for
permission to move its corporate residence outside the U.K.,
and it is usually difficult to obtain such consent. But
the fact remains that a number of U.K. companies are not
subject to U.K, taxes because they are fully managed and

controlled from outside the U.K.

A British resident corporation ié taxed on income
derived from foreign establishments whether or not the
profits are remitted to the U.K. head office. However,
foreign tax credit provisions cause no U,K. corporation tax
to be payable on foreign sourée income as long as the rate
of taxes paid abroad is below or equals the U.K., tax rate

on that same type of income,
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The effectiveness of this double tax relief pro-
vision was somewhat reduced by the enactment in 1972 of
the "Advance Corporation Tax" which became effective from
April 1, 1973, The general rule is that where a company
makes a qualifying distribution to its shgreholders, the
company becomes liable for a tax payment equal to 35/65 of
the sum distributed. The ACT is then deductible from the
corporation tax liability of the company on its profits
for that accounting period (termed "mainstream corporation
tax"). The new system was mainly introduced for purpose of
administrative simplification and avoidance of corporate
income double taxation. However, the liability for ACT is
not reduced by the foreign tax credit. That limits the
foreign tax credit to the corporate tax liability in excess
of the ACT. As a consequence, a portion of the foreign tax
credit may be disallowed if dividends are paid out of
foreign source income, and this is a substantial disadvan-
tage for U,K. companies deriving most of their income from
foreign operations. Some relief has been allowed, hbwever,
by way of the so-called "overspill relief" which was ex-
tended until 1976. Moreover, any company méy exercise the
option so as to set off ACT against liability to mainstream
corporation tax on domestic income before overseas income
and against liability to mainstream corporation tax on over-

seas income taxed on lower rates before higher rates.
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b, Rules for export through a foreign subsidiary.

Income of a nonresident corporation is not tax-
able in the U.K. Moreover, there are no provisions in
U.K. tax law comparable to subpart F of the U,S, Internal
Revenue Code. Foreign source dividends are taxable to the
U.K. parent company, but the resident company is allowed a
deemed paid foreign tax credit, whose terms are more favor-
able than its U.S. counterpart. The deemed paid tax credit
is allowed to companies receiving dividends from foreign
firms that are at least 107 controlled, directly or in-
directly. However, the indirect credit is permitted for
holdings of less than 107, where there has been a reduction
after 1972 for reasons that could not be prevented. It
appears that the taxpayer can designate the period of
profits out of which a dividend is paid and thereby affect
the amount of creditable taxes. A per-country limitation
applies to the foreign tax credit but suéh limitation can

be moderated or avoided in a number of ways.
2. Enforcement of intercompany pricing rules.

To the extent that income of a nonresident company is
not taxed in the U.K, until distributed by way of dividends
even though use is made of tax haven countries, the tax
advantages of establishing a foreign based sales company
depends upon how the intercompany pricing rules are en-

forced.
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The experience so far has been that it is unusual for
adjustments to be proposed by the tax authorities. One of
the reasons might be that such adjustmenés are generally
unnecessary for the companies that are usually most sub-
ject to enforcement. As already mentioned, the incorpora-
tion abroad of an export trade requires the Administration's
authorization, When a tax haven is involved, the U.K.
company might have to give assurances that prices will be
at arm's length in order to obtain the authorizations.
Therefore, very few adjustments are probably required in

such a situation.

A second reason is also that such adjustments are
generally settled rather than litigated. And the experience
has proved that a U.K. company may show that the activities
of a foreign sales subsidiary will increase exports from
the United Kingdom. Such assertions are known to have con-
siderable influence on the attitude of the authorities

toward low prices for exports to selected companies.
3. Specific tax incentives indirectly benefiting exports.

The United Kingdom allows only one minor direct export
tax incentive, namely the deduction of business entertain-
ment expenses for corporation tax purposes, but only if the
customer entertained resides overseas and is carrying on a

trade or business, On the other hand, highly favorable
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rates of depreciation are granted in connection with a

general program of stimulating capital formation.

Investment incentives include the privilege of writing
off in one year the whole cost incurred for plant, machinery
and equipment, This is known as the "first year allowance",
If the first year allowance is only partly used, a high
annual depreciation rate (25%) is allowed on the same items,
Since 1974, the initial depreciation rate on the construc-
tion of industrial buildings has been 50% of the cost there-
of (it was 407 before 1974), with an annual writing down of

4 percent,

Nontax Incentives.

1, Export nontax incentives.
a. Export financing.

Support to export financing is available through
the Export Credits Guarantee Department (ECGD). The ECGD
does not extend export credits directly. British clearing
banks provide such credits in exchange for ECGD uncondi-
tional repayment guarantees, Interest rate subsidies and
limited portfolio refinancing. The support applies to both

medium and long-term credits both on a supplier and buyer

basis. Through its guarantee and interest rate subsidies, the

ECGD supports from 80 to 100 percent of long-term contract

value. The average rate charged borrowers for long-term
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export credit is approximately 7.8% including finance

charges but not insurance costs.
b. Export credit insurance.

Export credit insurance is available through
the same agency, ECGD. It covers both commercial currency
fluctuations and political risks. The percentage of dabt
normally insured is 90 for buyer risks and 90 or 95 for
political and economic risks. ECGD has very recently intro-
duced a still unique type of insurance, mainly the coverage

of risks due to inflation.

Inflation risks are covered for capital goods
contracts with an individual value of E2 million or more
with manufacturing periods of two years or more. The ex-
porters or buyers are required to bear the first 107 of
cost increase and thereafter the ECGD will cover 90% of
the next 157 of annual cost increase on a cash contract
and 857 of the next 10% of cost increase on a credit
contract. The premium charged is 1% per annum of manu-
facturing period on the eligible value, The program
is due to end early in 1977 but will be reviewed in the
light of the circumstances then prevailing. It is avail-

able for exports to any country except to the EEC countries.
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Also where foreign buyers insist on performance
bonds, the ECGD usually makes its support available, apply-
ing normal standards of underwriting judgment where bonds
cannot otherwise be raised., The contracts must be cash
or near cash contracts with a minimum U.K. content value

of E20 million.
c. Technical assistance to exporters.

There are a large number of subsidized services
available to exporters through the Department of Trade and
Industfy (DTI). DTI arranges for the collective partici-
pation of British exporters to trade fairs an& exhibitions,
provides for information and advertising and works out

programs intended to promote British goods.
2, Nontax incentives indirectly benefiting exports.
a, Regional development.

In connection with a program of industrial and
regional development, the British Government makes avail-
able a number of cash grants, the amount and terms of which

depend upon the designated assisted area.
Special development area.

Regional development grants of 22 percent are

available towards the cost of capital expenditures on



199
-B57-

certain new plant and machinery and on industrial build-
ings. These grants are not deductible in calculating the
value of expenditures for the purpose of taxation allow-

ances,

Factories built by the Department of Trade and
Industry may be leased at favorable rentals, in some cases
with an initial rent-free period. Loans on favorable
terms may be made available in selected cases where addi-
tional employment is provided, an alternative being interest

subsidies granted on commercial loans.

Removal grants may be obtained for up to 80% of
certain costs involved in moving an undertaking into one

of the assisted areas.

Assistance can be obtained from the Department of
Employment toward the cost of training additional labor and
of transforming workers in connection with establishing

new enterprises,

Employers receive regional employment ﬁremiums at
the weekly rate of E3 per male worker and E1.50 per female

worker.,
- Development areas,

The regional grants are payable at the rate of

20%. Factory rentals, loans, interest subsidies, removal
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and training grants and regional employment premiums are

the same as for Special Development Areas.
- Intermediate areas,

Regional buildings grants are available at 20
percent on the cost of industrial buildings. There is no
regional grant on purchases of plant and machinery, Other
incentives are similar to those mentioned above, except

that employers do not recelve regional employment premiums,
b. Industrial development.

Under the Industry Act 1972 as amended by the
Industry Act 1975, government assistance is available on

certain new investments which meet the following conditions:

-- It must be a new investment or moderniza-
tion the capital cost and workiné capital
of which exceed E500,000.

-- It must be a net addition to the company's
capital investment, i.e., it would not
take place .or would be deferred but for

government assistance.

-=- The project must be commercially sound and
lead to improvements in the balance of

payments,
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-- The construction work on the project must

commence before 30 September 1976.

Thé‘government support will be the minimum con-
sidered necessary and will consist of loans at concessionary
rates of interest but in appropriate cases could be interest
free. The support could also be in the form of an interest

relief grant.

In order to encourage employers to retain employees
who would otherwise be made redundant a temporary employ-
ment sﬁbsidy may be paid. The subsidy is E10 per week for
each deferred redundancy of full time workers and is appli-

cable where redundancies affect 50 or more workers.



202

APPENDIX C
COMPARATIVE EFFECTS OF DISC AND FOREIGN
SAFE-HAVEN TAX INCENTIVES ON PROFIT AND PRICE

OF AN EXPORT SALE
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APPENDIX D
BACKGROUND ON AND THE CONTROVERSY OVER THE
INTERNATIONAL RULES ON EXPORT SUBSIDIES

UNDER GATT
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I. THE IMPENDING INTERNATIONAL
CONFRONTATION OVER EXPORT SUBSIDIES

For more than a decade, the United States has been
pressing for greater fairness in the international trade
rules governing the use of tax benefits as export subsidies.
It has been and continues to be the U.S. position--forcefully
stated both by the Congress and by a series of Democratic
and Republican Administrations--that existing international
rules place American exporters at a severe disadvantage
by alloﬁing.other nations to grant export incentives far
greater than those which the U.S. is able to provide. This
anti-U.S. bias under the international rules has two major
aspects:

, First, despite the fact that, at least in principle,
the General Agreement on Tariffs and Trade ("GATT") places
severe restrictions on the ability of a nation to use its
direct-taxl/ system to promote exports, the ambiguity and

lack of enforcement of the GATT rules have resulted in the

proliferation of very substantial direct-tax export subsidy

T

1/ There is no clear unanimity as to the precise defini-
tions of "direct" and "indirect" taxes. 1In general,
dire¢t taxes are those borne by an individual or company,
while indirect taxes are levied against the product or on
a transaction. These definitions create significant
ambiguities as to some types of taxes. For example, it

is not clear whether a property tax is direct or indirect.
However, in practice the application of the terms under.
GATT has been fairly consistent as to the two major types
of taxes considered in this White Paper. -Income taxes
have been regarded as "direct"; sales, excise, VAT and com-
modities taxes are "indirect."
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systems in most major trading nations. Almost the only
exception is the United States, which carefully tailored
DISC--its lone tax-related export incentive device--to
conform to the GATT rules. As a result, the DISC program,
although of significant value to U.S. companies and to the
export posture of the United States, is far more limited
and less beneficial than thHe tax-related subsidies provided
by other trading nations to their exporters.

Second, while the GATT rules sharply restrict the
use of direct taxes to promote exports, they give carte
blanche to the remission or rebate of indirect taxes on
export transactions. This places the United States at a
major disadvantage, because it has made a policy decision
to rely principally for its revenue on progressive income
taxes rather than regressive indirect taxes.. The U.S.
position is that any such policy choice, made for legiti-
mate domestic reasons, should not place a nation's exporters
at a disadvantage in international trade, ‘

Over the years, the United States' efforts to
obtain a revision of the international rules on export
subsidies have proved totally unavailing, owing to the
consistent refusal of other nations to enter into serious
discussions of the subject. The inability of the United
States to bring abéut a negotiated reform of the GATT rules
was, in fact, a majér reason for the adoption of.the DISC

legislation in 1971. 1If the rules could not be made more
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fair to the United States, then the creation of an export
incentive for U.S. firms which would be legal under GATT
and which would partially offset the disadvantage of American
exporters competing with subsidized foreign firms was justi-
fied and reasonable. In keeping with this principal goal,
DISC was carefully designed to offer export benefits to
U.S. firms in a way which would not violate GATT principles.
To avoid infringing the GATT restrictions on "exemptions"
and "reﬁissions" of direct taxes, DISC was limited to a
partial deferral of tax on income earned from exports.

As a result of the desire to adhere fully to the
GATT rules, the DISC export incentive gives U.S. exporters
only a fraction of the benefits received by foreign companies
from their governments. Where DISC grants only a deferral
of tax on income from exports--and only a portion of export
income is eligible for such treatment--most foreign exporters
can completely avoid payment of tax on substantially all
export income. This tax exemption is achieved in various
countries by a variety of means, including:

- Outright exemption of export-derived
income :

- Failure to tax the income of or
dividends from sales subsidiaries
or divisions in offshore tax-haven
countries

- Various tax credits for export-related
investments and expenses
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In addition to these direct-tax subsidies, foreign
exporters routinely benefit from large rebates or remissions
of indirect taxes. 1In the United States, export transactions
are also ecxempt from indirect taxes, but the benefit of such
exemption is quite limited. The U.S. indirect-tax structure
encompasses only state sales taxes at relatively low rates
{most are well below 5%, and many states have none at all),
together with federal excise taxes on a small group of
products. In other countries, by contrast, across-the-board
indirect taxes at high rates are a major source of tax reve-
nue. In Japan, the commodities tax rates run as high as 30%,
and the maximum value-added tax rates are even higher in
some European countries. The remission of these taxes on
export sales confers a huge advantage upon foreign exporters,
and places U.S. firms at a corresponding disadvantage in
international markets. Moreover, some foreign countries
use their indirect tax systems to grant additional sub-
sidies, with exporters receiving so-called "tax rebates"
which are in fact wholly unrelated to the exporter's
liaiblity for domestic indirect taxes.

Despite the fact that DISC provides only a
fraction of the benefits received by foreign exporters,
the adoption of DISC was greeted by vigorous protests on
the part of other trading nations. 1In 1972, the European
Community filed a complaint under GATT alleging that the

DISC program constituted a violation of Article XVI:B4,
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which outlaws the granting of any subsidy on the exporta-
tion of a product "which subsidy results in the sale of
such product for export at a price lower than the
comparable price charged for the like product to buyers
in the domestic market."

The United States denied that DISC in any way
violated the GATT provisions, and at the same time filed
its own complaints against certain income tax practices
of Francé, Belgium and the Netherlands. In each case,
the United States complained that the European country
did not tax the income of offshore selling branches or
subsidiaries in tax-haven countries, failed to tax the
dividends paid to the domestic parent company by such a
tax-haven affiliate, and allowed companies great flexibility
in allocating income between the domestic parent and the
tax-haven affiliate. The resulting exemption of export in-
come from domestic taxation is, in virtually every instance,
a far greater subsidy than the deferral provided by DISC.

A special GATT Panel was appointed to consider
these charges. In November, 1976, the Panel reached pre-
liminary decisions on all four complaints. 1In each case,
the Panel concluded that the export incentive "in some
cases had effects which were not in accordance with ...
obligations under [GATT]" and "that there was a prima facie

case of nullification or impairment of benefits which other
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parties were entitled to expect under the General Agreement."
Of the four cases, the DISC decision obviously posed the
greatest difficulties for the Panel, for two major reasons:

First, previous GATT considerations of the issue
had never classified the mere deferral of taxes as an export
subsidy. Indeed, one GATT panel which dealt specifically
with the issue concluded that such deferral was in the "gray
area" where there was no international consensus as to whether
it was a subsidy or not.

Second, subsidies violate GATT only when they
result in a reduction of export prices below prices charged
in comparable domestic transactions. The complaining
parties presented no evidence whatsoever that DISC causes
such "bi-level pricing."

Despite these difficulties, the Panel found a
prima facie case that DISC "in some cases" infringes GATT
principles. 1It reéched this conclusion by focusing on the
failure to charge interest on taxes deferred under DISC,
classifying that minor facet of DISC as a tax "exemption,"
and engaging in a rebuttable presumption that DISC results
in bi~level pricing. The U.S. representatives argued
vigorously against the Panel's conclusion as to DISC, but
their arguments were rejected.

The United States has asked that the four Panel
reports be taken up by the GATT Council. This could lead

to further proceedings in which U.s. representatives would
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have an opportunity to contest the Panel's conclusion on

DISC and rebut the presumptions on which that conclusion

was based, and at the same time continue to press our com-
plaint against the tax practices of the three European nations.
The U.S. has also urged that acceptance of the four Panel
reports be made the basis for a general international renego-
tiation of the rules on use of tax devices to promote exports.

In contrast to the American position, the European
Communit§ refuses adamantly to permit any GATT consideration
of the Panel reports on Belgium, France and the Netherlands.
Instead, it urged the Council to consider only the DISC
report, to order the U.S. either to abandon DISC or to give
compensation to other countries, and to ignore entirely the
companion Panel reports relating to the much greater European
subsidies.

A major reason for the European Community's
intransigent position is its belief that the United States
will unilaterally abolish DISC. The European governments
hope that, by maintaining a deadlock in GATT until the U.S.
takes unilateral action to rescind DISC, they can achieve
their goal without having to abandon or modify any of their
own subsidies.

A similar intransigence has characterized the
positions of the major trading nations in Europe and Japan
with respect to the use of indirect tax rebates or remis-

sions to subsidize exports. For more than a decade, U.S.
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direct and indirect taxes discriminates unfairly against
the United States. The overwhelming majority of economists
agree that there is no economic basis for that distinction.
Nevertheless, representatives of Japan and the European
nations havé steadfastly refused to give serious considera-
tion to any change in the present GATT rules.

Just as in the field of direct-tax subsidies,
however, developments are rapidly moving the indirect-tax
subsidy issue toWard.a critical juncture. 1In two court
cases, major U.S.-industries are asking that countervailing
dutieé be imposed on imports which benefit from remission
of the Japanese commodities tax and the European value-added
tax. In the Japanese case, the Zenith Radio Corporation is
challenging imports of consumer electronic produdts which
receive commodities tax rebates ranging from 5 to 20 per-
cent. In the other case, United States Steel Corporation
is asking that duties be imposed to offset VAT rémissions
ranging from 8 percent to 20 percent on steel exports from
the seven Common Market countries.

The value of the steel and electronic product
imports involved in these cases runs into billions of
dollars, but the significance of the cases goes far beyond
these specific imports.. Almost éll consumer products
exported from Japan benefit from commodities tax rebates.

Automobiles, for example, receive rebates of 30 percent.
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And in the Common Market, substantially all exports of any
nature whatsoever benefit from VAT rebate or remission.
Moreover, the domestic legal issue upon which these cases
turn--whether an indirect-tax rebate is a subsidy against
whiéh countervailing duties should be imposed--goces to the
heart of the GATT distinction between direct and indirect
taxes, the very distinction against which the United States
has protested in international negotiations for more than

a decade. V

It seems clear that the issues raised by the Zenith
and U.S. Steel cases will be taken to the United States
Supreme Court. On April 12 of this year, a three-judge
Customs Court panel unanimously ruled in the Zenith case
that countervailing duties should be imposed to offset the
rebate of the Japanese commodities tax. On July 28, the
Court of Customs and Patent Appeals reversed by a vote of
3 to 2. Zenith has announced its intention to appeal to
the Supreme Court. U.S. Steel has also confirmed that it
will take its case to the highest appellate tribunal, if
necessary.

Despite the pendency of the two lawsuits, nei-
ther Japan nor the European Community has yet shown any
willingness to compromise or even to discuss a revision of
the GATT rules. Immediately after the initial Zenith decision,
the Government of Japan submitted an official protest to
the United States. More recently, a special GATT Panel is-

sued a report contending that the Zenith decision constituted
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a violation of the GATT rules and that action taken

by the United States under the countervailing duties law
pursuant to that decision would warrant retaliation by af-
fected GATT members.z/ That report was immediately endorsed
in strong terms by the GATT Council. For the present, Japan
and the European Community have adopted the strategy of
putting maximum pressure on the U.S. Government to refrain
from imposing countervailing duties, while continuing at

the same time to maintain their position that the GATT rules
on indirect-tax export subsidies are non-negotiable.

The effect of the two countervailing duty cases
has been to draw unprecedented attention to the fact that
foreign exporters receive a tremendous advantage from thgir
governments in the form of indirect-tax rebates. Although
the U.S. government is resisting the imposition of counter-
vailing duties, it has publicly conceded the economic merit
of the plaintiff's cases. The continued publicity which these
cases are receiving creates increasing U.S. public and Con-
gressional pressure which will make it significantly more
difficult for Europe and Japan to maintain their present posi-
tion of categorically refusing to allow any reconsideration

of the GATT direct-indirect dichotomy. That pressure could

2/ In this regard, it should be noted that the Customs
Court specifically considered the relationship between the
United States Countervailing Duties Law and the GATT rules,
and concluded that the U.S. law--which predates GATT by
more than 50 years--must prevail over the GATT provisions
in any case of conflict between the two.
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become overwhelming if the courts ultimately order the imposi-
tion of countervailing duties. To fail to permit a renegotia-
tion of the rules at that point would risk imposition of

u.s. countervailing duties on substantially all imports

from the European Community and on the great majority of
Japanese imports. On the other hand, if duties are not
imposed, domestic pressure for a forceful U.S. negotiating
effort will intensify, because it will become even more

clear to Congress and to the American pﬁblic that a revision
of the international rules offers the only prospect of

a solution to this serious trade problem.

This controversy over export subsidy rules may
appear at first glance to be rather esoteric, with highly
technical arguments on each side of the issue., The stakes,
however, are very high and the significance to American
trade policy is very substantial. As this White Paper
will show, the present international subsidy rules place
U.S. exporters at an acute disadvantage in competing with
heavily-subsidized foreign firms in world markets. The
direct-tax benefits received by such foreign companies
are very great indeed, and permit those companies either
to. increase their profits substantially on export sales or
to reduce export prices significantly. Moreover, rebates

or remissions of indirect taxes allow foreign firms'

27~039 O ~ 78 - 15
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products to be sold at export prices which are sometimes
more than 30 percent lower than the prices paid by
domestic customers.

For more than a decade, the United States has
sought to negotiate a revision of the export subsidy rules
which would eliminate this inequity. To date, those ef-
forts have been totally unsuccessful, owing to the absolute
refusal of our trading partners to consider any revision.
Their position has been and continues to be that their
forms of export stimulation are entirely legitimate while
the lone U.S. export incentive--DISC--violates the interna-
tional rules and must be abolished.

Now, however, rapidly developing events are
creating a situation where meaningful negotiations may
have to take place. It is the conclusion of this White
Paper that U.S. prospects for success in such negotiations
will depend in large part upon the U.S.'s willingness to
maintain a strong negotiating posture. From this stand-
point, the DISC issue is of major importance. If the
United States were unilaterally to abolish or weaken the
DISC program, without corresponding action on the part of
Europe and Japan to eliminate or reduce their much larger
export subsidies, the prospects for success in such négo—

tiations would be greatly reduced. Moreover, abandonment
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of DISC at a time when our major competitors in world trade
continue to bestow large export subsidies would seriously
weaken the competitiveness of U.S. exports and aggravate
our already-deteriorating balance of trade. Accordingly,
it is the strong recommendation of this White Paper that
DISC be retained as an important element of U.S. interna-

tional trade policy.

II. THE DEVELOPMENT OF THE INTERNATIONAL RULES
GOVERNING EXPORT SUBSIDIES

A. Background - The Adoption of the GATT Rules

The root causes of the present controversy over
tax-related export subsidies can be traced directly to the
original GATT rules adopted in 1947. 1In many respects,
those rules are today wholly unrealistic in their application
to modern international trade issues. To some degree, this
is attributable to the adoption by GATT of now—outmodgd
economic theories, some of which reflect the thinking oq/

Adam Smith and the trading practices of the 18th and lagh
centuries rathet than the ideas and conditions of the @id-ZOth
century world. In addition the inadequacy of the rulés
reflects the initial and continuing lack of agreement among
the contracting nations on specific or even general regulatory

principles in many areas.
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The use of tax systems to promote exports is a
clear example of a subject with which the drafters of the
General Agreement simply did not deal effectively or mean-
ingfully. Unwilling to abandon or limit their abilities
to promote exports in whatever manner they saw fit, the ini-
tial Contracting Parties could agree only on very limited
and highly ambiguous precepts regarding export subsidies.

It should be emphasized at the outset that the
world trade environment which existed in 1947 made the
issue of export subsidies a matter of secondary importance
at best in the drafting of the GATT rules. Most of world
trade had moved under compreheqsive government controls for
nearly two decades. Tax measures and other subsidy devices
were minor in their effects on trade compared to the complex
controls over trade, capital, and investment which virtually
all nations had established during the 1930's and had
tightened during World War II. Moreover, indirect tax rates
were generally low compared to current tax rates, and few
if any nations had comprehensive consumption-tax schemes
blanketing all products traded.

For the United States in particular, the issue
of export subsidies was of minor significance. America had
emerged from World War II as the dominant economic force in

the Free World and was running large trade surpluses. The
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issue was not how to preserve the U.S. trade position, but
how to rehabilitate the economies and trade positions of
other countries. As the U.S. delegate put it in a state-
ment to a GATT Working Party in 1968:

[Allready existing practices were incorpo-

rated without searching examination. The

rules [on use of taxes to subsidize exports]

were drafted in very general terms. The

United States at the time had no pressing

reasons for seeking more elaborate pro-

visions which provided more equitable safe-

guards for its trading position. On the

contrary, at that time the United States

was conscious of the need to assist other

countries in relieving the pressures of

the so-called dollar gap and the require-

ments for post-war reconstruction. Little

detailed attention was paid to a problem

which might hypothetically arise which

would be harmful to our then strong pay-

ments position.

The result was that tax practices with significant
effects on trade received virtually no attention when the
post-war rules which were to govern international trade were
first formulated in 1947--rules which are still essentially
unchanged three decades later. The record of the initial
GATT deliberations, in fact, is devoid of any discussion
of the effects of differing tax systems or differing types
of taxes upon trade;

Thirty years later, this failure to deal effectively
with taxes as export subsidies has become a source of major
inequity and serious distortions in the world trading system.

The problem has two fundamental aspects:
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First, the generality and ambiguity of the rules
on export subsidies has permitted nations to devise and use

major direct-tax export incentives while still maintaining

that such incentives do not constitute "subsidies” which
would violate the GATT rules.
Second, the express sanction by the GATT of the

rebate or exemption of indirect taxes has created a serious

trade bias in favor of countries which rely heavily on such
taxes and against countries which, like the United States,
have chosen to utilize progressive income taxes to satisfy

their revenue needs.

B. The Ambiguity of GATT Treatment
of Direct-Tax Subsidies

The proliferation of direct-tax export subsidies
which now characterizes world trade is largely attributable
to the generality and ambiguity in the GATT treatment of the
general issue of éxport subsidies. The GATT rules did
virtually nothing to establish any meaningful framework
of restraints over subsidies and their fundamental effects
on trade. Neither the initial Articles of the GATT nor its
subsequent Notes and Supplementary Provisions to this day
clearly define specific practices which constitute subsidies.
Nor do they state a clear policy regarding export incéhtives
in general or provide any viable means of recourse against

export subsidies short of countervailing duty actions.
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The original GATT Article XVI as adopted in 1947
essentially imposed only two constraints upon the use of
subsidies, undefined as they were. It stated that nations
were obligated to notify and consult on any "subsidies" they
maintained. After January 1, 1958, they were also to cease
those practices in nonprimary products which resulted in
dual pricing. The founders apparently saw no reason or were
unwilling to define or specify which types of export-promoting
mechanisms might constitute a "subsidy.”

The only effort in the subsequent three decades
of GATT history to grapple with the subsidy problem was
the quixotic contribution of a GATT Working Party set up
in the late 1950's to define export subsidies. However,
its Report, which was adopted in 1960 and became effective
in 1962, did little to disturb the vacuum.

The Working Party offered no broad new definition
of subsidies. Despite its mandate, it stated "that it was
neither necessary nor feasible to seek an agreed interpreta-
tion of what constitutes a subsidy." Rather, it proposed
only an "illustrative" but not exhaustive list of measures
which, it urged, should "generally be considered as sub-
sidies" in the sense of Article XVI. This list, adopted
by some nations and not by others, classified as "subsidies"
(among other practices) the "remission" or "exemption"
on exports of direct taxes, social welfare charges or any

taxes other than indirect taxes. As subsequent events have
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shown, the terms "remission" and "exemption," viewed in
light of the complek export incentive practices in use by
major trading nations today, can be as mercurial and difficult

to apply as the word "subsidy" itself.

C. The GATT Sanctioning of Indirect-Tax
.Subsidies

The failure of the GATT rules to place any re-
strictions on the remission or exemption of indirect taxes
on export transactions can be traced to two principal
factors, one historical and the other arising from then-
current economic theory.

For a hundred years or more prior to the establish-
ment of the GATT, it was common practice in international
trade to impose upon imports any excise or consumption tax
being levied on domestic products. It was agreed that
imported goods should not receive any more favorable treat-
ment than was accorded the like domestic products. This
practice was observed, regardless of the form the domestic
tax on consumption took, by most countries including the
United States. It was also incorporated in pre-1947 U.S.
bilateral trade agreements. On_the export side, it was
also generally agreed that exported products should not
be subject to double excise taxation, first at home and
again in the country of destination. Moreover, a country

with relatively higher indirect domestic taxes, it was
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argued, should not be disadvantaged in world markets.
They were, therefore, frequently exempted or rebated upoﬁ
export.

The founding GATT fathers also relied implicitly
upon the simple assumptions of the then-conventional eco-
nomic wisdom on shifting and incidence of taxes. Without
pausing to define either tax category, they embraced the
assumption that indirect taxes were fully reflected in prices
and that direct taxes were fully absorbed by the seller with
no effect on price. Therefore, they reasoned, it made no
difference to the seller whether an indirect tax was or was
not charéed on a transaction. If the tax was totally and
invariably passed on to the customer, the seller's profit
wouid be the same with or without the tax.2 Under this
reasoning, they found no basis for restricting the rebate
or exemption of indirect taxes on export sales. Moreover,
they concluded that the appropriate international treat-
ment of such indirect taxes would be to impose them only
upon domestic sales, on the theory that the party bearing the
burden of an indirect tax on an export sale would be the
purchaser in a foreign country, and one country should not

impose its indirect taxes upon foreign persons.

3/ Apparently no consideration was given to the fact that,
even if the indirect tax is passed on to the buyer by an
increase in price, that price increase may reduce demand for
the product sold, thus reducing sales volume and profits.

/
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The principle that taxes borne by products would
normally be levied ohly in the country of destination and
would not be assessed on exports was embodied in several
pre-war U.S. bilateral trade agreements and in the U.S.
draft for the Havana Charter. It went on to become part
of GATT's "legislative history” and was incorporated into
several of thé GATT provisions dealing with taxation.
Indeed, a primary thrust of the original Articles was to
distinguish taxes on products (indirect taxes) from "all
other" taxes.

Article III, for example, is wholly concerned
with taxes on products and fails to mention taxes on income
or profits. In keeping with the inherited economic theory
and previous practice, Article III permitted taxes on
imports where domestic products bore the same tax. It
made no reference, however, to any rebate when the domestic
product was exported. Its primary purpose, clearly, was
not to deal with taxes as an export-related problem but
to prevent domestic taxes from being imposed in a fashion
to afford additional protection to a domestic industry
beyond that provided by tariffs.

0ddly, the distinction between direct and indirect
taxes did not appear in the original version of Article XVI
(the subsidies provision) as adopted in 1947--further evi-

dence that the GATT founders failed to focus on the problems
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and ramifications of using tax systems to promote exports.
The principle that a rebate of indirect taxes would not be
deemed a "subsidy" was, however, indirectly recognized in

Article VI, the GATT antidumping and countervailing duties
provision. Section 4 of Article VI specifically exempted

indirect-tax rebates or exemptions from the'imposition of

countervailing or antidumping duties:

4. No product of the territory of any
contracting party imported into the
territory of any other contracting
party shall be subject to anti-
dumping or countervailing duty by
reason of the exemption of such
product from duties or taxes borne
by the like product when destined
for consumption in the country of
origin or exportation, or by reason
of the refund of such duties or taxes.

Not until 1957, however, were the GATT rules on
export subsidies amended specifically to exempt indirect
taxes from the restrictions placed upon the use of tax
systems to stimulate exports. In that year, an amendment
to Article XVI provided that the exemption or remission of
domestic taxes borne by a product destined for export was
not to be deemed a "subsidy," thus conforming Article XVI
to Articles III and VI and to the underlying tax~shifting
assumptions of the GATT.

This amendment, however, did not prohibit other
border adjustments of taxes which might be regarded as sub-
sidies. Nor did it take the further logical step of pro~
hibiting border adjustments for other, non-tax practices

which might also have the effect of subsidizing exports.



232

- D22 -

since 1957, then, a clear distinction has been
drawn in the GATT rules. Use of direct taxes to promote
exports is subject to limitations (although vagueness of
terminology hampers enforcement of the limitations), but
carte blanche is given for the remission or exemption of

indirect taxes on exports.

III. THE UNITED STATES' EFFORTS TO OBTAIN
FAIRNESS IN THE INTERNATIONAL RULES

A. The Increasing Inequity of the Rules

As discussed above, the GATT began its history
by largely evading the basic issue of what constitutes a
"subsidy," while at the same time making it clear that re-
bates or remissions at the border for indirect taxes would
definitely not be considered subsidies. In the world of
1947--and even 1957--the export subsidy issue was of minor
significance and the shortcomings of the GATT rules were
not particularly harmful to the United States.

Thirty years later, these deficiencies of the
GATT have become sources of major inequity and serious
distortion in the world trading system. The result today
is a serious bias against, and manifestly unfair treat-
ment of, nations relying heavily upon direct taxes. At
the same time, the GATT rules provide no effective recourse

against the continuous development of ingenious direct-tax
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export incentives. In short, the GATT provisions today are
heavily biased in favor of countries relying upon so-called
indirect taxes and countries where it is politically
acceptable to warp domestic fiscal policies to promote
exports.

Fundamental changes have occurred in the structure
of international trade since the formulation of GATT. The
comprehensive wartime controls over the flow of goods,
services and finance which were characteristic of most
nations in the world of 1947 have since been largely
dismantled. Tariffs have also been drastically reduced.
The free play of competitive markeé forces now exerts a
far greater role in determining what is exported and what
is imported than was remotely possible three decades ago.

Moreover, the basic nature and intensity of
world competition itself has changed. Regional blocs and
vast economic unions, such as the European Community, with
more closely integrated trading and fiscal systems, have
come to dominate much of world trade. The major developed
nations today all compete on a far more equal footing in
economic terms. And trade itself has expanded enormously
as tariff barriers were successively lowered and inter-
dependence became a pervasive reality.

On the fiscal side, all nations have persistently
sought additional revenue from more sources, Taxes "borne

by products,” in the words of the GATT, have come to be
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major sources of new revenues for most nations, with both
higher rates and far broader product coverage than existed

in 1947. Of equal significance, most major trading countries
have come to adopt the value-added version of the consumption
tax. The border adjustments permitted under the GATT rules
for these types of domestic taxes in many instances have
risen to levels exceeding the levels of the remaining tariffs
on the same products, often by very substantial margins.
Under the GATT rules, adjustments are permitted for these
indirect taxes but not for other types of taxes nor, of
course, for other types of governmental action affecting
trade. 1In short,.the initiai GATT rules in a changing world
provide increasing advantage for nations relying on indirect
taxation and worsening handicaps for those with other philoso-
phies and tax structures.

On the export promotion side, the tides of change
were equally strong and their impact on trade has been
dramatic. Over the past three decades the export incentive
schemes of nations proliferated in many forms and for many
reasons. In part, they have been created to replace dis-
mantled tariffs and trade controls with other forms of
assistance to domestic industries. 1In part, nations adopted
export incentives and provided subsidies for purely mercan—
tilistic reasons--to improve trade and payment balances

and to augment foreign-exchange reserves.
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WiLh the vague and general GATT definitions and
rules imposing virtually no restraint, export-incentive
schemes took many forms. Taxation was but one of these,
though a very significant one. A common form of export in-
centfwe has been to tax profits from exports more moderately
than other profits or, as many countries still do, to levy
no &}rect tax at all on export earnings. The income-tax
prin;iple of territoriality, for example, has been widely
adopted. Together with use of affiliated or subsidiary
companies in tax-haven countries, the result is often
little or no tax liability for export earnings. In addition,
there has been a proliferation of other forms of direct-
tax export subsidies, including special depreciation,
deductions and credits for export-related factors.

This expor£—incentive race over the past three
decades was clearly not restrained by GATT rules, nor was
it inhibited by any threat of GATT disciplinary action,
Such rules as now exist are seldom if ever tested or
applied to restrict Member countries. The result has
been that new advantages stemming from manipulation of
direct taxes have provided much the same trade-distorting
effects as those also permitted hnder the GATT rules for
indirect taxes. 1In short, both d@recé and indirect taxes
have come to be widely employed by major foreign countries
to build substantial export subsidies into their national

tax structures.
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The country most adversely affected by these
trends and by the inequities of the GATT rules has been
the United States. Unlike other major trading nations,
the U.S. has not participated in the export~incentive race
in any significant way. With respect to indirect taxes,
the United States has been unable to take advantage of
the GATT rules because our country has been politically
and socially committed to emphasis on progressive income
taxes rather than regressive indirect iaxes to raise
necessary revenues. On the direct-tax side, the U.S. has
simply taken its GATT obligations more seriously than many
other countries, and has construed the export subsidy rules
more strictly and more narrowly. In short, unlike many
major trading nations, the United States has not been
willing to manipulate its tax system for the purpose of
obtaining a trading advantage.

As a consequence, American firms operate at a sig-
nificant disadvantaée when competing with heavily~subsidized
foreign exporters in world markets. The extent of that dis-

advantage is analyzed in Part.VII of this White Paper.

B. U.S. Efforts to Negotiate a Revision
of the International Rules

The growing use of tax devices by other countries
to affect international trade eventually led the United

States to seek changes in the basic rules. The principal
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focus of these U.S. efforts has been the GATT distinction
between direct and indirect taxes. For the past decade, it
has been the U.S. position in international forums that there
is no longer, if there ever was, any logical justification
for the distinction between border adjustments for direct

and indirect taxes. In particular, our spokesmen have

argued that there is no valid economic basis for assuming
that one type of tax is not reflected at all in prices

while the other is shifted fully into prices.

Accordingly, a major effort was begun in the
1960s to persuade our trading partners to review and revise
the international rules on use of taxes to subsidize exports.
This undertaking was entirely in keeping with Article XVI
itself, Section 5 of which provides:

. 5. The Contracting Parties shall review
the operation of the provisions of
this Article from time to time with
a view to examining its effectiveness,
in the light of actual experience,
in promoting the objectives of this
Agreement and avoiding subsidization
seriously prejudicial to the trade
or interests of contracting parties.

In 1963 the United States initiated an OECD review
in which it sought, among other objectives, to bring a halt
to the then-rapid movement of other countries toward broader
and steeper indirect tax systems. This resulted in the

creation of a Working Party of the OECD Council in 1965 to

deal with the issue.

27-039 O - 78 - 16
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In 1968, a GATT Working Party was established at
the urging of the United States to seek agreement on
principles for establishing tax neutrality in international
trade, with particular emphasis on formulating rules which
would not favor one type of domestic tax system over another.

During this same period, the U.S. also undertook
a series of bilateral discussions with other countries. The
goal of these discussions was to persuade our trading partners
to halt or restrain their use of internal tax systems and
border adjustments in ways which distorted international
trade.

This was a major and multi-faceted effort on the
part of the United States to bring fairness to the export
subsidy rules. The U.S., position on the indirect-tax issue
was vigorously expressed in the official statement of the
U.S. representative to the GATT Working Party on April 30,
1968:

«+. [Blorder tax adjustments do not

neutralize the effects of taxes on trade.

Instead, they are export promoting and

import restricting for the indirect tax

countries. The basic assumptions under-

lying the GATT provisions are not real-

istic. The full border tax adjustment

provided for with respect to indirect

taxes constitutes both an export subsidy

and an import surcharge....

The U.S. goals, as stated to the GATT Working Party, were

as follows:
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First, we should like to have a
serious comprehensive discussion of
whether there should in fact be border
adjustments to compensate for national
differences in taxation. There are
no adjustments for a wide range of
government measures which directly
affect prices, nor for many forms of
taxation which affect prices. Wwhy
then should governments make specific
border adjustments for certain types
of taxes? When governments adopt new
domestic economic policies which have
side effects on trade or payments,
domestic action is not necessarily
accompanied by offsetting action to
neutralize the balance-of-payments
effect. Many government actions, for
example, affect general price levels.
But only in the case of indirect tax
measures is there an institutionalized
provision for such offsets. What is
the characteristic of indirect taxation
that makes it uniquely qualified for
automatic border adjustments?

That this constituted a major U.S. negotiating
initiative is evidenced by the participation of all U.S.
agencies involved in international trade. As the Department
of Commerce noted:

The U.S. initiative was launched after
considerable study within the Administra-

tion. There is concern that U.S. trade

may be adversely affected by the inter-

play of changes in foreign taxation and
the GATT rules governing border taxes. 4/

4/ International Commerce, U.S. Dept. of Commerce Weekly,
Oct. 7, 1968, at 2.
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The U.S. effort was also vigorously supported by the Depart-
ment of State:

The widespread and increasing use of
indirect taxes has required us to look
carefully at the GATT rules. We think
these rules--which sanction levies and
rebates for indirect taxes but permit no
comparable adjustment for direct taxes
on business profits--give a competitive
edge to countries whose fiscal systems
rely heavily on indirect taxes. Some-
thing is amiss when GATT rules enable
countries to stimulate exports and
impede imports simply by altering their
tax structures. 5/

And by the Department of the Treasury:

Nontariff barriers abound in the
_present world.... A leading case in point
is the trade consequences inherent in the

international rules for border taxes and
subsidies with domestic turnover or value-
added taxes., Countries without these
domestic taxes, such as the United States,
are placed at a relative disadvantage--

a disadvantage that becomes more pro-
nounced as value-—added tax systems

become more widely adopted and levels of
rates rise. 6/ ;

The issue was even deemed sufficiently important to warrant
sbecific discussion by President Johnson in his 1968 Balance
of Payments Address:
American commerce is at a disadvantage
because of the tax systems of some of

our trading partners. Some nations give
across-the-board tax rebates on exports

5/ Press release accompanying address by Assistant Secretary
of State for Economic Affairs Anthony M. Solomon to the World
Affairs Council of Northern California, Nov. 12, 1968.

6/ Remarks by David M. Kennedy, Secretary of the Treasury,
at Hot Springs, Va., May 20, 1970.
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which leave their ports and impose special

border tax charges on our goods entering

their country.

This, then, was a major effort by the United States,
well-founded in logic and equity and made with the full sup-
port of all branches of the U.S. Government.

It failed completely. The governments of Europe
and Japan simply refused to entertain any possibility of
meaningful compromise or revision of the rules which so
favor their exporters. As a consequence, three years of
negotiations in the OECD Working Party produced no agreement.
The GATT Working Party also labored for three years, but
in the end yielded only an agreement among GATT members
to cdnsult over possible trade effects of future changes
which they might make in their domestic indirect taxes.

Seven years later, no such consultations have yet been held.
Finally, no significant results were achieved in any of

the bilateral negotiations. In most cases, both the rates
and the product coverage of foreign indirect tax systems

are greater now than when the U.S. efforts began in the
mid-1960s. So probably are the direct-tax export incentives,
although by their nature they are less readily quantifiable.

For the U.S. negotiators, this initiative proved

a frustrating and disillusioning experience. 1In this
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regard, witness the statement of Dr. Harald B. Malmgren,
then Assistant Special Representative for Trade Negotiations:

I must say parenthetically here that

it is very confusing to have European
governments formally and openly mention
to their business community the trade
effect as one of the reasons for their
tax changes at any given moment, and
then tell us at the negotiating table
that there is no significant effect. 7/

The United States has not given up the battle,
however. In almost identical language, both the House Com-
mittee on Ways and Means and the Senate Committee on Finance,
in reporting on the Trade Act of 1974, directed the Execu-
tive Branch to use the negotiating authority delegated by
that Act to bring about a revision of the international rules
on use of tax devices to subsidize exports:

Your committee also believes that
GATT provisions on tax adjustments
in international trade should be
revised to ensure that they will be
trade neutral. Present provisions
permit adjustments on traded goods
for certain indirect taxes but not
for direct taxes. The committee
expects that the President will seek
such modification of present rules
as would remove any disadvantage to
countries like the United States
relying primarily on direct taxes
and put all countries on an equal
footing. 8/

7/ Malmgren, "The Border Tax Problem: Tax Harmonization in
Europe and U.S. Business," 17 Canadian Tax Journal 34, 39
(Jan., - Feb., 1969).

8/ Report of the Committee on Ways and Means to accompany
H.R. 10710, House Report No. 93~571, 93rd Cong., lst Sess.,
page 27.
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In keeping with this directive, U.S. negotiators
have offered a series of export subsidy proposals in the
current Multilateral Trade Negotiations in Geneva. The aim
of these proposals is to restrain, and in some cases to
prohibit, various types of tax and non~tax subsidies in
the context of a new international code or set of rules

on this subject.
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Senator Stevenson. Thank you, that is very helpful. The other
Mr. Hammer now.

STATEMENT OF THOMAS A. HAMMER, ASSISTANT DIRECTOR FOR
NATIONAL AFFAIRS, AMERICAN FARM BUREAU, WASHINGTON,
D.C.

Mr. Taomas Hammer. Thank you, Mr. Chairman. It is indeed
rare that I sit on a panel with another Hammer, I have hardly ever
met one, let alone sat with one. I wonder if you are from Texas.

Mr. Ricaarp Hammer. I might be.

Mr. Tromas Hammer. I will try to make this brief. I will confine
my remarks, Mr. Chairman, to the harmful effects of agricultural
export subsidies. The Farm Bureau has supported for a long time
a high and expanding level of international trade, but they have
believed that it must be based on fair and effective competition.

We believe fair competition cannot exist unless the terms of sale -
represent fully the economic incentives that bring forth the produec-
tion and delivery of a commodity.

Export subsidies place efficient producers at a disadvantage. They
force these producers to compete against Government treasuries, and
they also tend to depress world prices to levels which do not reflect
the true economic values of products. Export subsidies in many cases
indicate either inefficient production or the failure of Government
policies or programs. Export subsidies tend to retard the market
gd%'ustments that are needed to bring supply and demand into

alance.

I will try to skip some of this. I would say farmers and ranchers
have demonstrated that they have been able to compete for export
markets by their record during the last few years. Much of this is
in spite of many forms of trade impediments, including the use of
export subsidies by foreign competitors.

Subsidies bestowed by foreign governments on products exported
both to the United States and to third countries significantly distort
international trade and have placed competing U.S. agricultural
producers at a disadvantage.

They make the task of maintaining or expanding agricultural
exports extremely difficult.

At the end I will try to summarize briefly a complex subject, and
that is the European Community and their use of subsidies. There
has been an effective remedy which can be applied when subsidized
products are exported to the United States. The U.S. contervailing
duty law, originally enacted in 1897, requires the imposition of
duties to offset any bounty or grant paid or bestowed on imports.
Countervailing duties are an appropriate retaliatory action against
subsidized exports entering our domestic market. Such duties are not
protectionist but rather a reaction to the initial decision of an
exporting country to subsidize commodities destined for the United
States. Countervailing duties should offset in full the subsidies paid
directly or indirectly by foreign governments and should be applied
promptly whenever a bounty or grant is determined to exist.

We vigorously supported tho enactment of the Trade Act of 1974.
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However, we oppose the subsection of that act which gives the Sec-
retary of the Treasury 4 years of discretion to withhold the appli-
cation of countervailing duties. We do believe countervailing duties
should be mandatory and immediate whenever a foreign subsidy
exists.

Becate the countervailing duty law predates the GATT, it is
not subject to the GATT injury requirement. If it were subject to
that requirement, substantial injury or harm due to the subsidized
imports would have to be determined prior to the imposition of
duties. The United States must insist on its right to maintain its
present countervailing duty law without an injury requirement. If
exports to the United States are not subsidized, then there is no
need for the imposition of these offsetting duties.

Now I would like to hit on the export subsidy policy of the Euro-
pean Community. The Common Market Agricultural policy of the
European Community was created and put into effect in about 1962.
The subsidies are one-half of the basic agricultural policy. The other
half is that of the levy.

Now, without going into a great deal of detail, in one way or
another, almost every agricultural product the European Commu-
nity produces is eligible for some form of subsidy. There is gener-
ally little, if any, budget restraint on how much money is allocated
to this. And they can, In many cases, sell at a loss or fix prices well
in advance.

Now why is this necessary? The European Community is protect-
ing its production at a very high level, which therefore has raised
much of their production costs above world prices. Having done
that, they have to stop imports from coming in or else these could
be sold and undercut the domestic competition.

This high level of support has encouraged a surplus for use within .
the Common Market. Having done that, many times the only way
to relieve themselves of these burdensome surpluses is to subsidize
them back out on the world market.

So in many cases they collect duties, levies from imports, use
these same duties or levies to subsidize the products back into third
country markets or in some cases into their own market.

This has put us at a very severe disadvantage, first of all, in
entering their market because of their levy system. Not only that,
but ance they have brought forward this production, we find our-
selves being undercut for many of our agricultural markets in third
countries.

The table in my statement describes that in more detail.

I am a little timid to try to explain the European countries’ poli-
cies on a page, so I will stop there.

[The complete statement of Mr. Thomas Hammer follows:]
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STATEMENT OF TH® AMFRICAN FARXM BUREAU FELERATION
BEFORE THE SUBCOMMITTEE ON INTERNATIONAL FINANTE OF
THE SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
WITH REZARD TO U.3. E¥PORT POLICY

Presented by Thomas A. Hanmer., Assistant Directer. National Af‘girs
March 3 1978

We appreciate this opporturity to express Farm Bureau s vieows
on the expcrt policies beirg employed by our competitcrs. Specifically
we wish to commznt or the harmful effects of export subsiiies.

For the record Farm Bureau is the largest gereral ferm orgari-
zation in the United 3tates with 3 menbership of 2,835,357 families
in forty-rine states ard Puerto Rico. It is a voluntary, noxn-
governoment organization, representing farmers anl rarchers who
produce virtually every agricultural commodity produced orn a
conmercial basis in the country.

Farm Bureau vigorously supperts a high and exparding level
¢t mutvally advartageous irternationral trade; however, it is
essential that the expansior of international trade be based on
fair and effective competitior. Fair comwpetition cannot exist
unless the terms of sale reflect fully the economnic jincentives
that serve to bring forth the projuction and delivery of a commodity.
Unfair compstition exists when a government bestows a bounty or
grant directly or indirectly on th2 production or export of a
conmodity.

Export subsidies placz effici=nt projucars at a disadvantage.
They force thes2 producers to compete against governmeat treasuries,
and they also tz2rd to depress world prices to levels which do 10t
reflect the true economic values of prolucts. Expert subsidies in
many cases indicate either inefficient production c¢r the fallure of
government policles cor pregrams. Fxport subsidies tard tc retard
thez market adjustmerts that are needed to bring supply and demand
irto balancsa.

American farmers and ranchers annually produce far more food
than is requirei for jomestic consumption due tc our highly effi-
cient .and prolductive agricultural system. Th2y have demonstratad
their ability to compete for export markats ir spite of the fact
that many U.S. agricultural exports are subject to some form of
trade impediment, includirg the use of export subsidies by our
forelgn competitors.

Subsidies bestowed by foreign ccuntries on proiucts exported
both to the Unitel States and to thiri countries significantly
1istort intsraational trade, place competiug U.S. agricvltural
prcducers at a lisadvantage. and make the task of mairtairing eor
expanding agricultural exports extremzly Jifficult.

Attached to this statewent as Appeniix A is a descriptiosn of
the export subsidy policies of the European Community which serves
tc illustrate the exteasive nature of govaranent irntervertiorn.
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There is a very effective remedy which can be applied wher
subsidized prrducts are exported to the Urit2d States The U 3.
conrtervailing duty law, origirally eractzd in 1837. requires
th2 impositicn of duties tc offset any “bounty or grant paid or
bestowed”  on imports. Countervailing duties are an apprepriate
retsliatory action against subsidized exports enterirg our do
mestic mark=t. Susch duties are not protectiorist but rather a
reaction to the initial d1ecision of ar 2xporting country to sub-
siiize commniities destined for the Urit23 States. Ccounter-
valling duties should offset ir full the subsidies paii directly
or irdirectly by foreiygr goverrmerts arl should be applied prorptly
wherever a bourty or grant is determineil to =xist.

Farm Bureau vizorously supported the enactment of the Traie
Act of 1974. However. we stronzly opposei subsection 303.e: of
Title III of the Act which gives the 3ecratary of Treasury one to
four years cf discretion :depeanding upon certain circumstances: to
withhold the application of countervailirg duties. Countervailirg
duties sheould bs mandatory and immediate wherever a foreign subsidy
exists.

Because the couvrntervailing duty law predates the General Agree-~
ment on Tariffs ard Trade (3ATT), it is not subject to the GATT
injury requirement. If it were subject to that requiremwent, sub-
staatial injury or harm iue to the subsiiizel imports wouvld have
to be determninel prior to the imposition of duties. The Urited
5tates must insist on its rizht to maintair its pres2rt counter-
vailing duty law without ar injury requir2ment. If 2xports to
the Uprited States are rot subsidized., ther there is no aeei for
the imposition of these offsetting dutles.

Countervailing duties can be useil to offset sudsidies on
imported gocis. but they are no solution to the prodlems of urfair
competition created by the subsidized exports of other ratiouns
to third country markets.

Section 301 of the Trade Act of 1974 provides s» avenue of
relief agairst foreign import restrictions ani export subsidies.
Urder this section the Presideat may susp2al, withidraw, or refrain
from applying traie concassions. or h= may iwpose duties or other
import dbarriers on a proiuct c¢f a country that provides subsidies.
or cther incentives having the effect of subsidies. for export to
the United States cor to other countri=as. that have the effect of sub-
stanrtially reducing sales of competitive U.S. products either in the
th2 United States or in foreign markets. Heowever, during the limited
time this provision has been in effect, it has not proved to be very
effective in iealing with the problem of subsidized exports to
third country markets.

A key issu2 for the Unlted States in the current Multilateral
Trade Negetiations (MTN) irvolves subsidi=s. A major U.S. agri-
cultural objective at the MTN should be the =limination of export
subsiiies. We firmly believe that an effective code prohibitinz
the use of direct or indirect subsidies is highly desirabdle ir
orier to eliminate unfair competition and th2 need for countervailing
duties. .
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If the currert Mrltilateral Trade N=gotiations 4o not develcyp
an irterrational subsidy cole which would cause exporting rations
to refrain from the use of export subsiii=ss, there is a very real
chavce tkat those nations now competing for new markets or attemptivg
to mairtair currert markets without svbsidies may thenselves resort to
the use ~»f subsidies. For the reascns mentioned earlier in this state-
ment, such a situation woulld create very serious problems.

In recent years the United States has refralned from the use of
export subsidies for agricultural prolucts. We sincsrely hope that
our government loes not return to a position of subsidizirng ocur agri-
cultural exports; however, there is always the potertial threat that
the United Stat=ss may be forced to resort to the use of subsiiies in
order to counteract actions by our foreign competitors which
reduce sales of competitive U.5. azricultural products.

A "subsidy war” wculd rot be 4r the irtarest of ary exportisg
nation. Farm Burean believes that it is far better to compete for
markets or the basis of comparative alvartage. The Amerinan
farmer has achieved great success by compatiang irn export markets.

In fact, U.3. agricultural exports have incr2ased from $6.7 billion
i1 1970 to over %24 billioa in 1977. We are confident that further
increases ¢f this magnitude are possible if U.S. farmers and ranchers
are allowed to compete without impairmert by policies alopted by
other countries either to stimulate their cwan exports or to hinler
imports from fereign sources.

We thark you for this opportunity tc express Farn Bureau s
v1ews or this importart issue.
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APPENDIX A

Export Swbsidy Folicy of the Europzan Communities

Sirce 1352 the EC has maintained a system of erport subsidies

or restitution paymerts or agricultural, prolucts. Virtually ell
agricultural products and some industrial prolucts are now
covered by this system. Prolucts eligible for these export
subsidies irclude all live cattle anl calves, swine, poultry,
fresh and processed meat of these aniwmals, fish, milk. butter.
cheese and all other iairy products., eggs and egg products.

all fresh ani processed fruits ani vegetables .except potateues.
peas and beans anl some tropical fruits ard nutsi, all grains
and gralin products. rice and rice products. lard, arimal feeds
(contaivirg grair or milk products:. preccass2d fecods containing
grain products, milk. sugar or eggs:, tobacco, and wines, non-
alcoholic bdeverages. manritol or sorbitol projucts, various
chemical (acids. salts. and esters ani other industrial products.

In addition to granting iirect export payments, -the EC may sell
for export at a lecss commodities such as tobacco, grain. and
Jairy products which it acguired under price suppcrt operations.

Subsidy payments for most producers are based on the difference
betweer the interral EC price ard the price reeiei to make the
sale to each destiration. Payments may bz fixed at a different
level for each destinatior. For prozassel foods, -feeds and
inrdustrial products the subsidy rate is isrived from the rate
set for the basic grain. =milk, or sugar. The quantity that car
benefit from an export subsiiy is not limitel. Nor is there
any limit on the expenditure of EC funis for subsidy purposes.

A common featur2 of the EC subsidy system is a provision for
fizxing the amount of the subsidy irn advarc2 of exportatior.

How far in alvance varies by commodity. Advarce fixing is
currently authorized for gralns and grair products. rice ani

rice products, olive oil. rapes=ed. poultry =2ggs. dairy products.
sugar, and procaessed agricvltural prolucts.

The funds used for the export assistance prozram come from the
Eurcpear fgricultural Guidance ard Guarartee Funi, which is
financed by the EC. Approval of the arnual dbuiget for the Funi
in ro way limits its experditures. Accounting for funis spent
does not take place until the end of the year.

Basic export subsidies in effect towarl the end of February 1978
for certair commodities were as follows $ p=2r 100 kzg. : butter.
233.5; whole brolilers, 22.46; beef .carcass., from 87.6 to 109.3.
Export subsiiies on most gralrs were suspand=2d. Howzver, sales
of barley to certain non-EC European countries received a basic
subsidy cf up to $101.2 per ton.

The attachel table preseats the export refund payments for the
years 1373 to 1375 by conmoiity groups.
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Total Amount of Export Refunis 1-

Description —eem—eom oo Calendar Year------===—---
—————————— {Millions of Dollars’
1973 ) 1974 1975 1976 2

Cereals 655.96 35.13 £52.76 493.67
Rice 13.14 0.83 4.7% 35.15
Milk Products 951.33 427.50 433.82 947.65
0ils and fats 3.22 1.00 0.32 10.08
Jugar 68.70 12.00 48.37 119.95
Beef arnd Veal 3.97 63.33 130.34 187 .24
Pigmeat 119.91 53.38 52.01 52.92
Eggs]
Poultry meat]) 28.89 21.13 11 29 25.20
Fruits and

vegetadles 32.36 22.38 45.94 56.57
Wine 0.74 0.13 0.40 5.04
Tobacco - 1.00 2.33 7.56

Totals 1.878.22 ?717.56 1.243.18 1.942 04

1/ Expert vefunds shown do rnet incluie indirect export subsidies
resultirg from the sale of intervention stocks at less than
acquisition cost.

2/ Total of the 1976 budgetary appropriations and of the seconi
supplementary budget for 1375.
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Senator Stevexsox. Thank you. Finally, Mr. McCloskey.

STATEMENT OF PETER F. McCLOSKEY, PRESIDENT, ELECTRONIC
INDUSTRIES ASSOCIATION, WASHINGTON, D.C., ACCOMPANIED

BY PETER LEVIN, CHATRMAN OF THE INTERNATIONAL BUSINESS
COUNCIL, EIA

Mr. McCroskey. We have submitted a much longer statement for
the record. I will summarize.

Senator Stevenson. All right, all statements will be placed in the
record.

[ The statement read by Mr. McCloskey follows :]
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STATEMENT
of
March 9, 1978
on

FOREIGN GOVERNMENTS' POLICIES
IN SUPPORT OF EXPORTS
(as compared with)
U.S. Export Policy

to the
Subcommittee on International Finance
of the
Senate Committee on Banking
by EIA

The Electronic Industries Association (EIA) applauds your Subcommittee
for conducting this series of hearings, and appreciates these opportunities
to express its views. Prior to our testimony today, EIA submitted its
statement on “Floating Exchange Rates" for your February 6 hearing. Sub-
sequent to today's hearing, we will testify on "Extending the Export-Import
Bank's Operating Authority" at your March 21 hearing. And, we hope for
further opportunities to participate, as your Subcommittee's study of the
factors affecting U.S. EXPORT PERFORMANCE AND EXPORT POLICY proceeds into
the Spring of this year.

In this same context, EIA has also submitted its statement on "Trade
Deficit" last November to the Trade Subcommittee of the House Committee on
Ways and Means; and will, later this month, submit its statement on "Reau~
thorization of the Export-Import Bank" to the International Trade, Investment,
and Monetary Policy Subcommittee of the House Committee on Banking, Currency,
and Housing.

We respond so readily, as these opportunities arise, because our 285
member companies manufacture electronic components, assemblies, end-products,

and systems in the USA and market them -- for consumer, commercial, and
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governmental end-uses -- throughout the world. They do so with reasonable
success, but if the U.S. Government could support our exports so effectively
as foreign governments support theirs, our companies are confident that they
could do far better. American electronic products are among this economy's
most exportable Manufactures.

While a great deal of attention has been given to the growing share
of the U.S. market being taken by imports, we feel it incumbunt to note that
in the international trade of our industries this country enjoys a positive
balance. While the figures for 1977 are not yet final, it is apparent that:

e about $2.5 billion more of electronic products were
exported from the USA in 1977 than were imported.

® of some $45 billion worth of U.S. factory sales,
over $11.5 billion were exported.

o of some 1.2 million Americans directly employed by
U.S. manufacturers of electronic products, the jobs
of some 260,000 are directly attributable to exports.

At something over 25 percent of their annual U.S. production, the export
performance of the electronic industries manifestly é;(ceeds the nlational ex-
port averages which in recent years have amounted to 7 or 8 percent ;f this
country's Gross National Product (GNP) and about 16 to 18 percent of its -
goods-producing sector.* Yet, high as our exports might seem by comparative
U.S. standards, especially for the purposes of this hearing, it is worth

noticing that amongst Japan and the industrialized European nations as well

* Comprising manufacturing, agriculture, mining, fisheries and forest products.

27-03% O - 78 - 17
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as Canada, exportation ranges in amount from at least one~quarter to over
three-fourths of the values of their domestic production.

There is profound significance to a national economy when such high
proportions of its production regularly find their way into export rather
than national markets. Whether or not the goods themselves are differen-
tiated in order to meet vvaxious standards of design and customer preference
or simply differentiated by statistics according to destination, it is

v evident that in these countries foreign markets have become vital to the
firms that supply them -- and thus to their national economies. A decline
in exports, or even a static foreign demand, invests these economies with
the same problems that occur when recession hits the U.S.A-domestic market
-— increasing unemployment, rising costs, reduced profitability, more bank-
ruptcies, bigger governmental deficits, and stagflation.

While EIA cannot define a hard-and~fast percentage at which the mix
of home-market vs. exportlbusiness becomes critical to either a firm or
a national economy, it will be apparent to this Subcommittee that an
apsence of growth or absolute shrinkage in - say - 20 percent of a company's
production has both immediate and long-run adverse consequences. Similarly,
where 25 or 30 percent of a nation's production base can be thus impacted
by conditions of external demand for its goods, export dependency obviously
becomes interwined with the national economic health. In some degree, then,
the country itself arrives at a point where -- in matters of national policy
and practice -- production for export and production for home-market con-

sumption are no longer wholly separable.
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It is EIA's observation that, as a result of such interdependency,
the basic national policies, practices and attitudes of export-oriented
countries toward corporate financial structures contrast sharply with
those of the United States. This is illustrated in Exhibits I and II, where
we show how the differing national regulations and customs that govern
business debt-equity ratios for the financing of company operations carry

startling effects on market competitiveness.
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e Both Exhibits take the same point of departure: debt/equity ratios
which are characteristic of successful multi-product manufacturing
exporters in the U.S., Japan, and Western Europe. Such American
companies finance their operatibns with approximately one part of debt
for each two or three parts of equity. Japan firms reverse this
financial underpinning with three to four parts debt for each part of
equity. The European businesses range from equal reliance among the
mofe conservatively financed to a 2:1 ratio that is more generally the
case. It should be noted that "debt" comprehends here both long and
short term obligations; "equity" includes paid~-in-capital, surplus

accounts, and various capital reserves.

e The focus of these Exh;bits is on one -- and only one =-- consequence-
of the differing national structures: the obligations which they place
upon market price in order to support a viable return on the types of
capital - interest on borrowings and pre-tax profits on equity. As
models for comparison, and especially-in the instance of Exhibit I all
other facets are necessarily presumed to be equal; that is, the various
models establish no other competitive difference or advantage between

companies. Thus, for each country here represented, the idealized

market price is set at 100 -- a figure which can be considered as any
of the following: (i) a world equilibrium price, (ii) a U.S. market price,

or (iii) a price applicable to the imports of third markets.
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e Exhibit I is almost wholly pro forma. At a ratio of 1:1 for the

turnover relationship between sales to employed capital, these ex-

amples are typical of U.S. capital-intensive operations such as heavy
chemicals and aluminum smelting, or long-cycle production such as
specialty equipment, but are decidedly untypical ;f manufacturing
businesses such as elecéronic components, assemblies and consumer pro-
ducts. So too, for all countries we have utilized identical interest
rates (9 percent), identical pre-tax profitability on equity (36 percent),
and an identical rate of corporate income taxation (50 percent). Never-

theless, EIA believes the comparison to be instructive. For, with all

else at parity, minimal capital service needs afford Japanese firms a

cost advantage over U.S. companies that ranges between 11.7 and 14.9
percent; European firms enjoy an advantageous range of 4.5 to 11.3
percent. BAnd, if capital service needs were the only competitive con-
sideration in price offerings, it js therefore obvious that comparative

capital financing policies and practices in other industrialized countries

place U.S. companies at a substantial competitive disadvantage.

® In connection with both Exhibits, however, it must be recognized that
after-tax profit serves several financial imperatives. In addition to
covering a dividend to shareowners (as is the case of numerouslpioducers
in all countries), these earnings help to ligquidate and/or roll over temrm

borrowings as well as providing basis for new capital formation within the
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firm. To the extent that after-tax profits can perform these several
economic functions, the expectation of higher retained earnings which

is inherent in the U.S. system might - if realized - render an American
firm more independént of the money market; but, on the other hand, our
companies are much more sensitive to both market-price fluctuations and
revisions to the corporate taxation laws. What Exhibit'I makes clear

is this: export competitors based in foreign countries have considerably
greater price flexibility and -- all else being equal -- can meet

head-to-head U.S. competition through price reduction without significant

reduction in their financial expectations or imperatives.

Exhibit II more closely approximates recent and contemporary conditions.

The variances here introduced reflect differences between countries in
turnover of employed capital, in corporate income taxation at effective
rates, in average annual interest rates, and in profit needs and expecta-
tions. The Exhibit's footnotes state the variaﬁces which have been utilized
in the.t;bular calculations. As in Exhibit I, all other operational costs
are presumed equal.* Again, it is evident on comparison that U.S. com-
panies are placed ;t a meaningful disadvantage against their foreign

competitors as a result of differing national policies and practices

By establishing this parity for illustrative purposes, we do mean to suggest
that such is indeed the fact. Differences in detail exist, of course, be-
tween countries in employment costs,- prices paid for purchased materials,
permissible depreciation charges, other types of taxation, etc. And these
differences in detail can and do add up to differences in total ¢ost.
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affecting corporate financial structures. That measurable disadvantage
== which involves no sacrifice by the competitors -- in terms of potential
or prospective price reduction ranges between 3.5 and 4.8 percent. To
this range can be added the not uncommon practice of many competing
foreign companies to forego some or all of their normal pre-tax profit
margins on exports to the United States and third markets. It follows,
then, that in order to meet the price-competitive thrust of foreign
exporting firms, U.S. firms selling abroad necessarily reduce their own
pre-tax profit margins below normal on export goods.* And concomitant
with such a reduction comes some substraction in the functions which a
normal after-tax (retained) earnings rate would perform - provision of
funds for repayment of borrowings, expansion of equity capital, dividends
yields, and the attraction of new equity capital as well as borrowings
at lower interest rates,

The conclusion to be drawn from these Exhibits is inescapable: even
if all else were equal, American companies enter the competitive struggle
for exports at a pricing disadvantage because of a partly mandated, partly
customary series of policies and p?actices governing financial structures.
This disadvantage, it is emphasized, is long-standing, not recent. Yet, it

is at least conjectural whether it is possible or desirable for the United

* This point has particular ielevance to our discussion of the Domestic In-
national Sales Corporation (DISC) at pp. 22-28.
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States to make the direct structural and institutional adjustments that
would lead to intermational equalization:

e For one thing -~ new capital formation as evidenced by secured loans
and equitylbeing heavily dependent upon savings -- the rate of
personal savings in this country has historically been much lower
than in Europe fmd Japan. In the short term at least, recti-
fication through meaningful increase in the U.S. personal savings
rate - a process involving mandatory or at best non-too-subt-:le
governmental pressures -- would cause a decline in consumer spending
and a reduction in societal expectations among middle and lower
income groups.

For another thing, adjustment which took the form of substantially

increasing cc;rporate debt structure while diluting equity and/ox
reducing aftex-tax profitability would, we suggest, play havoc with
the markets for as well as owners of American corporate securities.
Certainly, a strong shift toward borrowings (éspecially if accom-
panied by static or reduced dividending) would seriously and perma-
nently depress the values of this country's pensions and trusts, of
which equities and corporate bonds comprise so large a part.

e In any event, it is questionable whetﬁer a rapid shift to emphatic
debt financing at the expense of existing bond and equity values -~
as well as banking and éorpcrate financial rectitude -- could be
carried out within the existing rules and practices mandated by the
SEC, the Federal Reserve Board and the Financial Accounting Standard

Board.
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Thus, long-standing and onerous though this disadvantage to American__ . _ . _
industry has been, there is no readily visible "quick fix" that might afford
parity to U.S. exporters. This difference in financial cultures places an
immediate entry burden on U.S. industry. Yet, it has not been recognized; nor
have remedial measures been legislated or instituted toward counteracting it.

Traditionally, U.S. manufacturing companies were able to mitigate this and
other competitive disadvantages: higher managerial efficiency as evidenced by
more economical usage of ‘capital and faster inventory turnover; markedly
greater productivity per man-hour; faster rates of innovation in marketable
products; unit cost savings through large-scale production operations; cheaper
basic materials and energy; lower interest charges; and better marketing skills.
But, gradually and perhaps inexorably, what were the factors which provided a
competitive edge for the United States have been substantially blunted. 1In
some instances, this country has retrogressed; in others, our foreign com-
petit'ors have steadily cut down on the margin of our lead. ‘

Simultaneously, the governments of other industrialized countries --

clearly recognizing the significance of exported manufactures as a source
of employment and national prosperity.-- have periodically expanded and-
improved their well-established export assistance and promotion programs,
added new ones, and generally have tried to make certain that their national
and regional policies reinforced rising export goals. Alongside these
activities have been other but complementary policies, progfams and practices
that create barriers against competitive imports. Especially since the
revival of.world trade in the 1950s and its great expansion during the past

15 years, the types and numbers of sophisticated export-fostering and
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import-restricting programs and policies have proliferated. They are -~
or so it appears ~- as numerous as the fertile mind of man can develop,
and constrained only by a grudging conformity to international rule and
the cautionary instincts of national treasury ministers.
In this paper and the brief time available to us for its preparation,
EIA could not possibly assemble a catalogue of the world's trade measures
and practices which affect the products of our industries, as well as U.S.
industry in general. Instead, we commend to the Subcommittee's attention
those product-by-product, country-by-country listings that have been
developed by the various Industry Sector Advisory Committees (ISACs) which,
under the provisions of the Trade Act of 1974, have been provi..ding consul-
tation and advice to the President's Special Trade Representative. In
their reports and in their meeting records reposes what is probably. the
most comprehensive description of international export b;rriers and
incentives together with evaluations of their significance in distortions
‘to U.S. trade.
While we would not attempt to duplicate the work of the ISACs, pursuant

to the Subcommittee's interest in the extent and competitiveness of U.S.
export programs in comparison to those of other countries, in this submittal
we believe it important to state our views on those which have present and
potential effect uypon our diverse and differing industries:

® Export credits. At a subsequent hearing of this Subcommittee, EIA

will offer extensive testimony on competitiveness, scope and operation
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of the U.S. Export-Import Bank and this country's credit insurance
facilities. Here, therefore, we confine our discussion to certain
export credit matters which, in our opinion, tend to receive short
shrift in U.S. governmental discussions on the role of Exim Bank
and other approache; to export finance.

Thus, because no such method exists in the U.S., there is a
tendency to forget that some other governments encourage -- and some
provide -~ production finance loans to exporting manufacturers at
concessionafy (i.e., less than normal) interest rates. From country
to country, the mechanism varies.. In France, for example, the
requisite funds can be borrowed directly from an affiliate of COFACE,
the omnibus agency which oversees the country's export credit faci-
lities, or from many of France's nationalized banks and insurance
companies with the backing of an explicit or implicit COFACE guarantee.
Japan's Export-Import Bank and, on occasion, the Minis;ries of Finance
or International Trade and Industry implicitly guarantee such loans
which are sourced from the nation's privgte banking system. Elsewhere,
the central bank supplies the guarantee. Whatever the mechanism, and
whether utilized for the engineering and manufacture of long-cycle
capital goods or short-cycle mass production, the result is the same:
a cost reduction to the manufacturer which is passed along in the
price to the export customer. When such pre-shipment financing is
combined with post-shipment export credits to the purchaser, the

potency of such competition to American producers of like goods is

obvious.
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Competitive disadvantage also marks U.S. treatment of short-
term credits to export customers who buy end-products or industrial
intermediates. With the Exim.Bank not offering direct loans for this
purpose, the sole Federal program boils down to the insurance of
customer borrowings from U.S. commercial banks by the FCIA. Under
the best of circumstances, even if offered at the prevailing prime
rate, such loans of course cairy an added charge for the premium.

Most other major industrial countries, however, have a facility for
providing direct short-term loans at concessionary interest rates; if
not thétv‘then nationally-insured borrowings from the private sector
are made available to export customers at reduced rates. Britain, for
instance, relies wholly on the latter; the Federal Republic of Germany
offers each as a choice, as well as mixtures of both.

This focus upon concessionary loans originating out of the com-
mercial banki;g,systems o; other countries casts a different light on
the availability of low-cost export credit to assist the sales of our
competitors. Considering too that international trade has grown much
more rapidly than the separate national economies, with Exim Bank as
their only comparaﬁle credit facility it is clear that U.S. manufac-
turers have been\a;tempting to export under distinct disadvantage.
For, in this ﬁnequal contest, as Exim's.own semi-annual reports on
competitiveness demonstrate, the Bank capabilities of credit extension

and . expansion have shown a two-fold lag: (i) in respect to the growing
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resources of comparable institutions in other industrial countries,
and (ii) in the face of a rapidly increasing usage elsewhere of
commercial banking reserves and the mounting resources of semi-private
special banking facilities.

Government-Funded Research and Development. Even as Federally-spon-

sored research and development in the United States continues to
decline (in real terms) from its previous levels of activity, EIA
believes government funding in most other countries to be continuing
with a relatively stable allocation of national resources. Traditionally,
such U.S. research has long pursued a different course from that under-
taken elsewhere: Here, the major emphasis in the electronic industries
has centered upon military applications, other products for Government
and medical instrumentation-~ areas of direct governmental concern; but
in both Western Europe and Japan, the emphasis has been and remains on
products intended for commercial markets and essentially private usage.
To be sure, there is little news in the digparity between these
R & D goals. In the instance of Japan the genesis of its TV-set
manufacturing industry lay in just such development, as did her
buregeoning growth as a producer of tape recorders and discrete
electronic.components. Later, the .same process of subsidization led
to the creation of an indigenous, home-controlled Japanese date pro-
cessing equipment industry which today continues to receive both

funding and the support of protective barriers against imports.
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More recently still, very large development funds and domestic

credits - variously estimated from $250 to $750 million - have been
dedicated to creating a powerful Japanese industry for the production

of very-large-scale integrated circuits (VLSIs) the most sophisticated
solid state device generally available in the marketplace. Essentially,
then, the Japanese subsidization approach to R & D centers upon the
development of established'products to domestic manufacturing techniques
rather than toward original or derivative research.

European governmental subsidies for R & D in electronics carry a
somewhat larger quotient of research. This is especially the case in
telecommunications equipment where substantial governmental funds make
their way into the private sector. It should be noted, however, that
despite almost universal government ownership of telecommunications in
Europe, the services themselves are essentially commercial. In addition,
for more than ten years France has been heavily subsidizing its state-
owned computer manufacturer in development programs as well as operations.
But the commercial objectives of a large part of European funding is as
obvious as the Japanese approaches.

Multiple Exchange Rates. Article VI of the GATT is quite explicit on

multiple currency practices which constitute an export subsidy by
causing the external value of a country's currency to be exchanged at
rates which are lower than its domestic purchasing power. Such a

practice is general to the East Bloc countries -- which maintain
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stringent exchange controls in order to insulate domestic prices from
international prices. The combined effect of multiple exchange rates
thus administered is, in terms of domestic prices, to overcompensate
and thus subsidize the exporter by paying him in the national currency
at a depreciated exchange rate. Conversely, at an identical rate, im-
ports are penalized and, thus, the external depreciated rate becomes a
trade barrier of itself.

Characteristically, where national currencies are freely convertible
in the international money markets, only very narrow bands of multiplicity
are possible -- and these differentials, having IMF concurrence, are
not objectionable per se. Thus, EIA does not question the periodic re-
sort of Belgium to slight exchange rate multipliers as a temporary
balance of payments measure.

But in the East Bloc, an international trade multiplier can be
twice or three times domestic purchasing-power parity. The East European
exporter is thus compensated at twice or thrice the domestic purchasing-
power value as he would receive on a domestic sale. In our view, such
subsidy is blatant. It leads to sacrificial export pricing without
penalty to the exporter. And, in light of the growing technological
capability of COMECON countries in electronics together with an
increasing stress on East-West trade, the continuation of wide bands
of multiple valuations for non-convertible and rigidly controlled

currencies stands as a potentially massive distortion of trade.
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It is a concern, we believe, which belongs properly within this
Subcommittee's jurisdiction.

Border Tax Adjustment. Article VI of the GATT also provides, and at

another point Article XVI, for the remission, waiver, and/or rebate
of domestic indirect (i.e., consumption and ad valorem) taxes on
exported goods and, concomitantly, for the border imposition at
domestic rate of such taxes on imports. Conversely, direct (i.e.,
income, payroll, and the like) taxes may not be border adjusted as
abatements or additional imposts.

It is EIA's position, as it is the more modern understanding
of most tax economists, that a tax coliected in the course of pro-
duction and distribution -- whether directly or indirectly levied --
is an element of cost. No matter what its form, it is an expense just
as are purchased materials and services,'employment costs, interest
charges, depreciation, and the like. Over any reasonable period of
business activity, the tax's full cost recovery by the producer or
seller is thus an economic necessity. And, in the normal workings of
the marketplace, such cost recovery is achieved ﬁhrough the mechanism
of price. 1In the marketplace, therefore, between two otherwise equal
competitors a distinct price advantage inheres to the one whose product
carries in its cost the lesser burden of taxation.

It follows, then, that in intermational trﬁde the remission or

rebate of a consumption tax on exports ~- although in accord with GATT
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rule -- has the effect of a subsidy: that is, it reduces the price
required for full cost recovery. The converse, imposition on an im-
port at the border of a consumption tax, has the effect of a tariff.

In light of these border effects, advantage or disadvantage in
trade between international competitors can easily turn on the dis-
parities between the taxation systems of their respective countries.
Inherently, at the manufacturers' level of selling, the preponderant
reliance of the Federal government on direct taxation has competitive
consequences: U.S. producers are placed at a relative disadvantage to
those Western European and other counterparts whose national taxation
systems look to indirect levies for a considerable proportion of their
revenues. ’

More than a theoretical inequity is involved insofar as the dis-
parity affects U.s..electronic exports. With European border tax
rates on imports ranging between 8 and 20 percent (in addition to
denominated tariffs) the inhibigions on U.s.—pr;duced articles -- which
already carry this country's full burden of direct taxes =-- is severe.
In some instances, imposition of the border tax effectively raises the
price of similar and otherwise acceptable products above competitive
levels. In other cases, the mere existence of the tax is sufficient
deterrence to redesign of American goods as export models that would
conform to European requirements.

Furthermore, in the export competition for third-country markets,

the contest takes on a different inequality as our products face a



272

European output whose normal price has been reduced by border rebates
of 4 to 10 percent, depending upon the country of origin. (It may be
argued that a tax waived and thereby never paid is not a tax at all.
Hence, on exports, the waiver on post-production value-added taxes
(VAT) in Europe's multi-stage system of levies might be viewed by some
as a tax liability that never existed. That, however, is not the point
here: the European rebate on exports is actual, a remission by cash or
tax credit covering the VAT on materials and services purchased during
the process of their manufacture).

The U.S. Congress has recognized the true nature of this inequity
in the Trade Act of 1974. There, at Paragraph 121(a)(5), it calls for
"revision of GATT articles with'respect to the treatment of border
adjustments for internal taxes o redress the disadvantage to countries
relying primarily on direct rather than indirect taxes for revenue
needs."” EIA of course heartily supports this instruction to the U.S.
delegation at the Multilateral Trade Negotiations at Geneva. Its
accomplishment wpuld, we believe, be a most affirmative step toward
trade liberalization and expansion by virtue of introducing greater
competitive parity into the international marketplace. But, in the
pgesent outlook, we are not hopeful that the revision desired by
Congress will find multilateral agreement. Border adjusting countries
are strongly -- even jealously =-- conscious of their trade advantage;
and the United States has found neither the equitable revisionary formula

nor the quid pro guo that will bring the issue into serious baigaining.
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EIA realizes that the discussion above on border adjustment omits much
substance as well as the large body of econcmic theory and tagation history
which are pertinent to an extended exploration of the practice. Our brief
review of the inequitable effects is just that, intended as advice to this
Subcommittee on the especial effectiveness of such a national policy in other
countries as an export incentive and deterrent to imports. In our opinion, on
balance there is no other single and generic governmental practice so powerful
as this one.

It was a recognition of that power which led to passage in 1971 of legis-
lation permitting U.S. exporters to set up Domestic International Sales
Corporations (DISCs) as a partial counterbalance against the inequities of

border tax adjustment. Then as now, the DISC privilege of deferral of a direct

tax was applicable solely to éxport, with no counterpart taxing of imports.

For most p?oducts, the percentage value of the DISC deferral on a single
transaction is and has been a minor fraction of the proportionate value of an
export tax rebate. As a fﬁrther difference, from the start it has Seen a
requirement that the proceeds from DISC deferral be used in the development

of additiongl U.S. exports; border tax rebates are, on the contrary, commingled
in the operating funds of 5 business. In further contrast, whereas border

tax rebates represent a cost recovery to seller, the quantity of DISC funds

to be realized as a deferral is determined by the profitability of total

shipments on wha; in effect is an annualized basis. Unlike the beneficiary

of a rebate, if a U.S. exporter fails to profit he realizes no DISC benefits.



274

In the perspective of these differences, it is evident that the true worth
of a DISC lies :u': its year-after—year accrual of ‘an interest-free capital fund
that grows, revolves, and is continuously invested in eligible export activities.
To date, for electronics together with other U.S. exporting industries, three
principle usages have absorbed DISC funds:

(1) As investment in the development and
sale of éroducts Aexplicity adopted to

export markets.

(ii) As use in initiating, expanding, and
improving offshore market development
programs.

(iii) As a means of reducing the higher costs
of carrying accounts receivable on ex-
port shipments in contrast to domestic
sales. -

The first two types of expenditures normally require a lead-time measured
in years before success becomes evident. Thus, only now are our companies =--
. and, thus, our employment and the U.S. national income =-- beginning to realize

the -fruits of these long developmental efforts.

Depending upon the particular company and how it has elected to allocate
the slow buildup of its DISC funds, the third type of utilization is today
approaching the point where American exporters can feel some mitigation in
‘two price competitive disadvantages inherent in our system: the debt/equity

effect illustrated in Exhibit II, and the border adjustment problem discussed
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earlier in this submittal. Exhibit III herein serves as a nine-year accumu-
lative model-of how the third DISC usage reduces the otherwise high costs of
carrying export zecéivables:
® Across the sales mix of electronic products the cycle time between
an export shipment and receipt of payment from the customer averages
120 days. By contrast, the same cycle on shipments to U.S. customers
averages only 50 days. Thus, the higher cost in capital service
charges on export sales. Reference to Exhibit II demonstrates that,
in the absence of any DISC coverage of these charges, the added
cost to an e*porter would be approximately 5 percent -~ or slightly
less than half of his expected pre-tax profit.
e Since our model utilizes throughout the DISC retention rates of
the original law, instead of factoring in changes wrought by the
1976 amendment, it compresses the actual time period when accumu-
lated deferrals and cash loék-ups fully compensate the cost of
excess receivables. Nevertheless, even under the older rule, nine
years would have been required to full compensation. After such
a period, it is worth noting that the benefit barely equalizes the
price reductions made possible immediately at the lower end of VAT
tax rebates. Counterbalance to the higher (10%) VAT rebates,
under current law, requires at least 15 years.
® Further reference to Exhibit II suggests that DISC benefits equalize

the U.S. debt/equity disadvantage against European competitors in



276

about 6 years, against Japanese companies in 7 to 8 years.

It should be remembered, however, that the period spent
countering tﬁis one advantage substantially extends the time
required to overcome the second, border rebates.

It is, we suggest, a fair inference from Exhibit 111 that, given
sufficient time for DISC deferrals to operate, the corporate
income will enormously exceed the alleged revenue short~falls
which the U.S. Treasury is supposed to have suffered in recent
years. Careful analysis, we suggest, would disclose that by any
reasonable examination of export profitablity owing to the DISC,

the crossover point is imminent, or may indeed have been passed.
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Our model cbviously proclaims the power and potential of the DISC as an
export incentive. But how closely does reality match the assumptions of
Exhibit IIY, particularly that dealing with a 15 percent export growth rate?

In our judgement, Exhibit IV validates these premises. Electronic e#ports
since 1969 have grown at an 18.8 percent compound rate in current dollars.
Despite some quite apparent cyclical factors affecting.total domestic pro-
duction and the added burden of import problems in some product areas, the
upturn in exports after 1973 is unmistakable and dramatic. That this parallel
an increasing availability of DISC funds is, we believe, no coincidence.
Moreovér, the 1975-77 steadiness where expog}s now regularly account for over
one-fifth of our sales has made this supply of offshore customers essential

to the vitality of the U.S. industry.

EXHIBIT IV EXPORT GROWTH
OF THE U.S.
ELECTRONIC INDUSTRIES
1969-1977
(in millions)

T e e it e e e e —

U.S. Domestic

U.s. Expo;Q; Export % of

Year Production Shipments Production
1969 $28,522 $2,894 10.1%
1970 26,906 3,560 13.2
1971 27,832 3,414 12.2
1972 31,574 3,548 11.2
1973 34,376 3,844 11.2
1974 36,288 5,227 14.4
1975 34,979 8,353 23.9
1976 38,881 8,417 24.6
1977 45,500 (est.) 11,500 (est.) 25.3 (est.)
Compound

rate 1969-77 18.8%
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The significance of this growth, the fact that established DISCs are just
beginning to reach strength, has not been lost on this country's trading
partners. Hence, their strong efforts to cause its termination by government-
to-government protests and attacks on its legality in the GATT. To them, the
DISC is among the most potent of U.S. export incentives. For our part, we doubt
that its equal could, from the viewpoint of U.S. foreign economic policy and
nationall.y acceptable programs, be devised.

Clearly, if the U.S. national interest requires exportation -- and EIA
contends that it does -- the DISC is at the threshold of success. It deserves
the endorsement of the President and the Congress. Yet, to our alarm, its
home-grown attackers seem -- in decibels, at least -~ to outweigh its defenders,
and are bent on its destruction. EIA urges this Subcommittee to help reverse
the momentum of such a direction. For, to destroy the DISC is to destroy
an increasing percentage of U.S. jol;s which are tied to increasing exportation.
With that destruction comes atrophy to one of the most vibrang sector; of our
national eéonomy.

We have reviewed the various éxport support programs provided by our
trading partners around the world and compared them with those available tv:o
U.S. industry as it does business overseas. It should be painfully apparent
that the balance is heavily weighted in favor of our competition. The U.S.,
stands alone in its hands-off attitude toward international trade. No matter
what manner of support is congsidered, whether it be tax policies, the

management of export licensing, or export financing, the other major
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industrialized nations of the world offer far more government assistance

than does the U.S. We submit that until this country recognizes the need
for a cohesive international economic policy, one plank of which will
recognize the importance of international trade to the health of the domestic

economy, this imbalance will continue.

EIA/IBC/3~9-78
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Senator StevensoN. Thank you Mr. McCloskey.

Mr. Frank, you place most of your emphasis, or much of it, on the
credit facilities and resources available to the Japanese.

Now you have heard some emphasis on comparative levels of tax-
ation. Have you done any work on that subject? Can you tell us a
little bit about comparative levels of corporate taxation in the
United States, Japan, and perhaps other countries?

Mr. Frank. I would like to defer an answer there, because I can’t
recall from memory. I believe I have some of the data here, con-
structing Japanese costs. The taxes were extremely nominal com-
%ared to what ours are here. I do have that data and I could submit
it to you.

Sex(liator StevensoN. We would like to get it if we could for the
record.

[The information follows:]

1974 STEEL INDUSTRY STATEMENT STUDY
iln thousands of dollars]

Based on published annual reports !

24-company 2 domestic industry S-company 3 Japanese industry

Percent of Percent of
Dec. 31, 1974 assets Mar. 31, 1975 assets

Balance sheet: .
Cash and equivalent___ ... __ ... _.__.__ $3, 464,704 12.0 $2, 085, 440 7.9
Accounts receivable. .. - 3,969,014 13.7 2,666, 337 10.1
Bad debt reserve. .. ..o ... —57,027 -2 —44,182 -2
Quick assets_.._ o . 7,376, 691 25,5 4,707, 595 17.8
nventory. ... .____. - 4,205,513 14.5 4,774,306 18.1
Other current assets 229, 269 .8 1, 458, 845 5.5
Current assets_______.________._.___.. 11,811,473 40,8 10, 940, 546 41.4
et plant.._.__ - 14,777, 265 51.1 13,092, 028 49.6
Other investments_.._._. - 1,594,933 5.5 , 904, 836 7.2
Other noncurrent assets. . —— , 2.6 423,894 1.6
Total assets___.____..__ - 28,935, 167 100.0 26, 361, 304 100.0
Accounts payable.._____ - 2,482,283 8.6 6,037,138 22.9
Notes payable balk...___ - 222,128 .8 1,944, 866 7.4
Income and other tax. . - 1,708, 337 5.9 223,432 .8
Current maturities. _ - 265, 794 .9 864, 316 3.3
Other current liabilities.. . ______._________ 1,891,128 6.5 2,852,719 10.8
Current liabilities. . _..____.._____._._. 6, 569, 670 22.7 11,922,973 45,2
Long-term debt—one entry. - 4, 642, 896 16.0 , 204, 300 34.9
Other deferred liabilities___ - 1, 892, 668 6.5 2,343,326 8.9
Long-term liabilities.______ . . ____._____ 6, 535, 564 22.5 11,947, 626 43.8
Total tiabilities_... .. _-_c.._o__ 13, 105, 234 45.2 23, 470, 597 89.0
Total net worth - 15, 829, 931 54.7 2, 890,709 11.0
Total liabilities and net worth__._..__._. 23, 935, 165 100.0 26, 361, 306 100.0
Net working capital _.........-- . 5,241,803 ________...._. —982,425 .

Current ratio. ..
Net quick assets.
Quick ratio_____.
Cash ratio..._____._.

Tang net worth to debt. ... ______
Net KKG CAP to Tang net worth_.
Fixed assets to Tang net worth

See footnotes at end of table.
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1974 STEEL INDUSTRY STATEMENT STUDY—CONTINUED
[in thousands of dollars]

Based on published annual reports!

24-company ? domestic industry S-company 3 Japanese industry

Percent of Percent of
Dec. 31, 1974 assets Mar. 31, 1975 assets
12 months Percent of 12 months to Percent of
Dec. 31, 1974 sales Mar. 31, 1975 sales
Income statement:

Netsales . . oo . 36,986,248 . 100.0 20,971, 439 100.0
Costof goods sold___ ... . ... 30, 664, 960 82.9 17,229, 549 82.2
Gross operating profit_._ . __._____.__ __ 6, 321, 288 17.1 3,741, 830 17.8
Sales, general and administrative expense.. 1, 839, 356 5.0 1, 669, 894 8.0
Operating profit ... . ... 4,481,932 12.1 2,071, 996 9.8
Other income or gain_ ... ____..___.___.. 461, 051 1.2 426,715 2.0
Other expense orloss_ ... . ... 410, 790 1.1 479, 201- 2.3
Income before interest and tax...._____ 4,532,193 12,2 2,019, 510 9.5
Interest expense______.____._.__ — 353, 484 1.0 1,373,853 6.6
Income before income tax 4,178,709 1.2 645, 657 2.9
Income tax._ 1,780,779 4.8 340,933 1.6
Net profit. . . 2,397,930 6.4 304, 724 L3
Cash dividends declared. - 642,373 _ 5199,325 ...
Capital expenditures__._.__._______ 2,067, 494 NA . -

Depreciation—depletion_____.._______._ .. 1, 309, 844 61,614,020

Percent

16,7 el
1.4

—

NP/total assets—end.._._____
Cash flow/current maturties. _
Sales/receivables.____...______
Sales/inventory. _ _
Sales/payables.

Sales/net worth_
Sales/tang net worth
Sales/total assets

~N
L NEWR SO

1 English version of Japanese annual reports.

2 Alan Wood, Allegheny, Armco, Bethlehem, Carpenter, Copperweld, Colorado, Cyclops, Infand, Interlake, ). & L.,
Kaiser, Keystone, Laclede, Lukens, McLouth, National, Northwestern, Phoenix, Republic, Sharon, Youngstown, Wheeling-
Pgh,, and U.S. Steel.

¥ Kawasaki, Kobe, Nippon, Nippon Kokan, and Sumitomo.

4 ROT=Income before interest and tax/long-term debt plus net worth.

8 Includes bonuses.

# Includes other reserve items.

Note.—$1=293.8%.
: 1973 STEEL {NDUSTRY STATEMENT STUDY

{Dollars in thousands)

Based on published annual reports t

24-company * domestic industry 5-company 3 Japanese industry

Percent of Percent of
Dec. 31, 1973 assets Mar. 31, 1974 assets

Balance sheet:
Cash and equivalent. $2,171,769 8.5 $1, 930,979 8.5
Accounts receivable._ 3,100, 364 12.1 , 916, 919 12.9
Bad-debt reserve. —52,011 -2 —48,763 -.2
Quick assets. 5,220,122 20.4 4,799,135 2.1
Inventory_..._.._. 3,611,372 14.1 3,016,138 13.3
Other current assets_..__.. 184, 395 .7 1, 204, 901 5.3
Current assets 9, 015, 889 35.2 9,020,174 39.7
Netplant.__._.__. 14, 254, 926 §5.7 11, 865, 246 52.2
Other investments. 1,830, 380 7.2 1,576, 172 6.9
Other noncurrent assets.._..______._.____ 480, 499 1.9 250, 593 1.1
Totalassets. __._._____________.__ 25, 581, 694 100.0 22,712,185 100.0

See footnotes at end of table.
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1973 STEEL INDUSTRY STATEMENT STUDY—CONTINUED
[In thousands of dollars)

Based on published annual reports

24-company 2 domestic industry

S-company 2 Japanese industry

Percent of Percent of
Dec. 31, 1973 assets Mar. 31, 1974 assets
Balance sheet—Continued
Accounts payable. _ _.......oooo.ooo..o 1,811,712 7.1 4,762,180 21.0
Notes payable bank. _ 222, 401 .9 1,602, 912 7.1
Income and other tax. 1,023, 625 4.0 146, 686 .6
Current maturities__........... 189,231 .7 928, 806 4.1
Other current liabilities 1,635,371 6.4 2,214, 864 9.8
Current liabilities_ . ... ___...... 4, 882, 340 19.1 9, 655,448 42,6
Long-term debt—one entry._ 4, 955, 081 19.4 8, 328, 980 36.7
Other deferred Habilities. - 1,747,877 6.8 2,005, 520 8.9
Leng-term liabilities. . _ . 6,702,958 26.2 10, 334, 500 45.5
11, 585, 298 45.3 19, 989, 948 8.1
13, 996, 396 54.7 2,722,238 12.0
25, 581, 694 100.0 22,712,186 100.0
....................... 0.93
_____________________ 49
.19
.12
Net WKG CAP to tang net worth_ _ -.33
Fixed assets to tangnet worth_..____.___ . ... __________ 4.52
12 Months to Percent of 12 Months to Percent of
Dec. 31, 1973 sales Mar. 31, 1974 sale
I ncome statement:
etsales ... 27,738,323 100.0 16, 012, 822 100.0
Costof goodssold..__.......__.._... 23, 585, 170 85.0 12, 535, 659 78.7
Gross operating profit__.___________ 4,153, 153 15.0 3,417,163 21.3
Sales, genrl and admin expense....._..___ 1, 550, 720 5.6 1, 338, 045 8.4
Operating profit_.______.__._.____. 2,602, 433 9.4 2,079,118 12.9
Other income or gain____. 345, 011 1.2 292, 862 1.8
Other expense or loss 547,128 2.0 681, 995 4.1
Income before interest and tax_ ... 2, 400, 316 8.6 1,709, 985 10.6
Interest expense_____.___...________ R 356, 760 1.3 1,041, 699 6.5
Income before income tax. 2, 043, 556 1.3 668, 286 4.1
Incometax_._____...._...... 811, 816 2.9 280, 361 1.8
Net profit 1,231, 740 4.4 387,925 2.3
Cash dividends declared._________.__.____ 426,678 ___ ... 5200,544 ...
Capital expenditures__.__. 1,371,513 ... -
Depreciation—depletion 1,228,197 oo 61,556,550 .. ......._...
Percent Days Percent Days
ROIA e 12.7
NP/sales.__....__... 4.4 ___
NP/tang. net worth-end. 8.8 __.
NP/total assets—end.___.._._. 4.8 __.
Cash flow/current maturities.__ 12.9
Sales/receivables.._____._.___ 9.0
Salesfinventory._ . ___._._.._._.._ 7.6
Sales/payables._.___.___..___._ 15.3
Sales/net we__..__. .- 6.7
Sales/tang net worth_ N 1.9
Sales/total assets__...._._._ ... _________ 1.0

1 English version of Japanese annual reports.
2 Alan Wood, All

egheny, Armeo, Bethlehem, Carpenter, Copperweld, Colora

Kaiser, Keystone, Laclede, Lukens, McLouth, National, Northwestern, Phoenix, Rep

Pgh., and U.S. Steel.

do, (L:.y_clops, Inland, Intgrlake, ). & L.,

, Wheeling-

3 Kawasaki, Kobe, Nippon, Nippon Kokan, and Sumitomo.
4 ROI=Income before interest and tax/long-term debt plus net worth,

% Includes bonuses,
¢ Includes other reserve items.

Note.—$1=293 8%

ron, g
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Senator Stevenson. I have heard from other sources that profits,
however, they are calculated, in Japan are taxed at higher levels
than corporate profits in the United States.

Mr. Frank. But the confusing part, as I see it, is everything
seems to be predetermined. Just to mention a point one of the other
gentlemen mentioned, allocation of costs, and this is an arbitrary
thing. We are talking about what is the cost of producing a ton of
steel. A steel company in Japan also produces other products. As an
example, they had about $1 billion 3 in nonsteel. But when they
allocated the cost to making the nonsteel product, it was $2 billion 7,
almost twice the sales dollar amount of the nonsteel items.

So therefore in their approach, when they are looking at total
costs, they would be very low, because all of the other costs have
shifted over to nonsteel.

This is the confusing part in the accounting system.

Senator Stevenson. Is the Japanese system unique? Is it the rule,
the exception, or what are we to infer from your vivid description
of the Japanese system about other countries?

Mr. Frank. I don’t know anything in the world we can compare
with the Japanese system. We mentioned different levels or stratas,
and they have them all rolled into one, the Government, banking,
everything is flexible, and can be called upon and compensated at a
later date. The system is so unique that it is impossible to compete
against it.

: Sengator SteEvENsoN. What do we do? Pick up our marbles and go
home

Mr. Frank. No, by no means. I think the first suggestion is maybe
the General Accounting Office should do a job to determine exactly,
Wit}11( the best information they can gain, how the trading companies
work.

Senator Stevenson. I have tried that, not just through GAO, I
have tried it even through our intelligence community, and it is a
tough nut.

Mr. Franxk. I have other ideas. But just as an example, from let’s
say a bystander sitting back, if we pursue in many cases anti-
dumping cases and go on a constructed cost basis, you can do much
within the parameters of nontechnology to develop what those costs
are. And pursuit in this area and preventing the dumping of prod-
ucts, target products—it started with steel, now fabricating prod-
ucts, down the line. The Japanese, with this targeting, can target
any product in the world with their system and do the job.

Senator Stevexson. Right.

Mr. Frank. If we go on a constructive cost basis and start spread-
ing this, we have something to negotiate with at a later date, because
I think every country in the world has their antidumping laws, and
other legislation on the books. They all understand it. And if we
say we want fair trade, which would mean free trade, as long as it
is fair, I think most of the problems would be eliminated.

Senator Stevenson. Well, that is saying OK, we won’t pick up
our marbles if you play the game according to our rules.

Mr. Frank. Well, they have the same antidumping laws, the
Europeans and the Japanese. They are virtually the same.
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Senator Stevenson. You would not favor any American targeting,
would you?

Mr. Frank. I beg your pardon ? -

Senator Stevenson. The United States, theoretically at least,
could do some targeting, too, with more resources to marshal than
the Japanese, and play their game. .

Mr. Frang. Well, just as an example, the Europeans set out their
own reference price on steel, about $3 or $4 a ton above ours. We
can now sell products there for the first time. Things are boomer-
anging and new doors are opening. )

But just look at the base of what we can do to this economy, and
for future export capability. Steel has not been sold, is not down
the river now, steel could be a very viable industry. And great
threats, if something is not done about it, face this nation. We could
have a shortage, if we were to absorb people coming into the work
force by the year 2000, we will absorb and consume at least 200 mil-
lion tons of finished steel product. Today we have 105 million tons
of capacity.

The steel industry would have to spend $6 billion a year to par-
tially get that capability in. But the steel industry, aside from the
imports, has other constraints. There is no way you could build a
Greenfield plant in this country today, because of the ecology laws.
Will U.S. Steel build a 4 million ton Greenfield plant in Conneaut,
with a capital cost of about $1,600 an annual ton? It has taken
them 3 years, I believe, to get the impact studies completed, and if
they put this money on the line, and put a 4 million ton plant in,
which will take 7 years, they have no assurance that they can oper-
ate this plant.

These are some of the constraints. But there are areas where we
are cost-effective as it stands now with the Japanese or with anyone.
But what industry will be targeted next ?

Senator SteveEnson. Well, I know some that are—— .

Mr. Ricuarp HammzEr. Mr. Chairman, could I comment with
Iéegard to the point of the Japanese tax system versus the United

tates?

Senator StevEnson. Yes, but excuse me, I have to be on the Senate
floor at 1 o'clock. So I regret to say I am going to have to leave.
But I will ask the staff to wind up this hearing, so we will get any
further comments on our record, and maybe the staff, if you have
a little bit more time, would have some questions to ask you, too.

If you are going to the comparative tax questions, we would be
very interested in that. I do want to say before I leave to the other
Mr. Hammer, that we are not neglecting agriculture. In fact, we are
devoting a whole day of hearings in Illinois to agriculture very
shortly.

Perhaps, though, in my absence you would like to elaborate a
little on your suggestions about export subsidies. The production of
food in the United States is subsidized and so are the exports. I
assume you are not supporting the repeal of Public Law 480, or the
discontinuation of CCC credits for exports of agricultural com-
modities,

With that little provocation, thank you. I have to leave, and will
turn this over to counsel.
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Mr. Russert. Mr. Hammer.

Mr. Ricaarp Hammer. Although the Japanese statutory rate,
when you include both the national tax and the enterprise tax, which
are local taxes, it comes up probably slightly higher than the U.S.
tax burden, State and local, including the Federal.

Then you find first of all the Japanese have a partially integrated
tax system, whereby they reduce the tax on distributed income by
10 percentage points, the national tax.

So you can effectively, if there is a substantial dividend paid to
shareholders, around 50 percent, you could ostensibly reduce the
effective rate down to the area of 46 or 45 percent.

So it is comparable to ours. When you look at exports alone, item
one, they are just about to enact, we think, a subpart (f) equivalent.
But our law taxes trade and income, and this will not be covered by
their subpart (f£). Their subpart (f) will be modeled more after the
Canadian foreign property income laws, which only tax passive
dividend, royalty and interest income, not trading income. So we
have that disadvantage vis-a-vis the Japanese.

In addition, the Japanese have a whole series of deductions and
special reserves, in connection with export activities. And it is pretty
well laid out in my paper, so I don’t have to go into the details. You
can establish reserves for overseas market development, a reserve
against currency devaluation, things like that.

Finally, and foremost, is the fact that the Japanese enforcement
of their intercompany transfer pricing provision, the counterpart of
our section 482, has been in a very relaxed atmosphere, with a main
thrust of giving benefit to exports.

So, if somehow, I don’t have the figures at my fingertips, you
could carve out the Japanese tax solely attributable to export
income, that is, repatriated, I think you would find it substantially
below the U.S. level.

Mr. RusserL. Is that something which you feel you could provide?

Mr. Ricaarp Hammer. I am not sure. I could take a crack at it.
I think the special committee which I represent could probably come
up with some information for you.

Mr. Russern. I am sure the members of the subcommittee would
like to have that, if you could provide it.

Mr. Rrcuarp Hammer. We would be delighted to take a crack at
it. :
Mr. Russern. Do any of the other members of the panel wish to
comment on the Senator’s question about the tax system ?

Mr. Frank. I have here the 1974 statements of 24 domestic com-
panies and 5 Japanese companies. And the tax numbers are rather
Interesting.

Income tax paid in by U.S. companies—this is 1974—we paid,
the 24 companies, $1,718 million for 4.8 percent of our sales in tax.
The Japanese paid $341 million, or 1.6 percent of their sales in tax.

Mr. RicHarp Hammer. That is interesting.

) Mr.2 RusseLr. Could you tell us the page of your testimony that
is on?

Mr. Frank. I will give it to you right now.
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Mr. RusseLL. There are perhaps one or two other questions that
would be helpful to have answered for the record. )

Some of the rest of you may have comments on the question of
what we can learn from the Japanese trading company example,
whether there is any extent to which we could benefit from emu-
lating their performance somewhat by organizing our exports, per-
haps modifying our antitrust laws.

Would any of you care to.comment on that for the record ?

Mr. Frank. I think it is an ideal concept, but in this country I
see great difficulty in having the banks run by the central govern-
ment or the Federal Reserve, and all of the companies that would
be in segregated groups, acquiescing and acting in unison. But the
concept 1s ideal. If you have a group you can put American Motors
in, put in a poor textile operation, a poor electronics operation, a
marginal steel company, put them into a trading company concept,
backed by the U.S. Government, as it is in Japan, they would soon
control a fair portion of the industry in the United States. That is
how strong they would be. .

Mr. McCroskey. I am accompanied by Mr. Peter Levin, Chair-
man of our International Business Council. He would like to address
himself to that question.

Mr. Russerr. That would be fine. Mr, Levin. .

Mr. Levin. I think that as a starter it is useful to recognize that
the Japanese trading companies all have a domestic base. What they
do outside of Japan in many respects they also do inside Japan.

And the Jast time I looked, about 80 percent of their business was
inside Japan. That makes one whopping difference in terms of their
ability to manipulate what they are doing. They are, of course,
internally and externally indirectly in the banking business, they
are sometimes directly in the factory business, they are externally of
course in the shipping business, they are externally in the manu-
facturing business in some places.

There are 40 or more functions bound up in a trading company.
They do, of course, have the enormous direct relationships with
manufacturers whom they represent who may be independent of
J}ala'pan, but in which the trading company has some kind of owner-
ship.

Now going through all of this, it is more than antitrust that is
obviously involved. We have the Federal banking laws, for example,
in this country, which simply would not permit such an association.

Mr. RusseLn. The Agreement Corporation provision, and the
Edge Act provisions would provide some possibilities for organi-
zation.

Mr. Levin. But strictly as an external operation.

Mr. Russerr. That is what we would be talking about. I think
Senator Stevenson’s thought would be this would be strictly for
external purposes. I don’t think we could change the laws internally.

Mr. Levin. Right. On that point, in our industry, particularly,
the electronics industries, certainly with respect to the United
States, we have found, and we observe that the Japanese trading
companies are active for smaller manufacturers, but as soon as the
manufacturer has become established here, he sets up his own com-
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pany, which handle sales, merchandising, marketing and the like,
the trading companies in our field, serving the Japanese electronics
companies well for the introduction of goods, but the companies
themselves, if successful, tend to break away from them.

Mr. RussenL. Do other members of the panel have comments ¢

Mr. Ricuarp Hammer., I don’t profess to sanction our laying
down the arm’s length principle. I think we-are too far along the
road for that. And we are a member of OECD, and all of those
bodies do sanction arm’s length pricing. I think the Japanese to
some extent tend to deviate from the true arm’s length principle in
furtherance of exports, so there will be more profit shifted abroad
and make it attractive.

So I have to come back to something Mr. McCloskey hit home
hard on, that our DISC concept today is probably the best weapon
we have to counter the Japanese trading company threat, in that it
does give us the wherewithal—as you know, the DISC provides for
safe haven intercompany transfer application rules, without any
relationship to the arm’s length principle.

As long as it is a deferral and doesn’t meet the GATT concepts
of a subsidy, which we don’t think it does, nor does the special com-
mittee think it does, nor many other people who have considered it,
I think it is our best weapon until something can be done in multi-
national trade negotiations. ,

I may be wrong, but I believe that the Japanese did not agree to
the subsidy provision of GATT. I suspect—I don’t know if any of
you gentlemen know that or not. It is my recollection that I read
that somewhere. So they are, with impunity, I suspect, they could
flout the GATT rules on export pricing. I won’t say they have done
it with impunity, but they have been given the wherewithal to their
expgrters by not pressing as hard on the arm’s length principle as
we do.

I think that is something we can only counter, not by taking our
emphasis off the arm’s length principle, but make it even better, if
possible.

Mr. RusseLL. Since you have come back to that question, I believe
Senator Stevenson wanted to ask you about the tax incentives that
go beyond what you responded earlier. The DISC and other tax
Incentives may provide some stimulus to exports—we are going to
have other hearings in the Congress on that shortly—but I think
we were looking at the possibilitics that might really do something
for small, perhaps medium-sized industry, to get industries into the
exporting business that weren’t in exporting before. The term “tar-
geting” was used. Perhaps picking industrial sectors where we have
the future possibilities of export growth. I don’t know if a tax sys-
tem 1is the way to do that or not, but that is one of the thoughts
on the mind of Senator Stevenson. That wouldn’t necessarily mean
DISC, would it? You may need a modified DISC, maybe you need
some other tax incentives. - '

. Mr. Ricuarp Hammer. I have thought about this question a long
time, because really if the thrust was to encourage smaller compa-
nies, the use of DISC would be a unique way to do it, or ideal way
to do it, but removing the overall, overriding provision that was
in the original DISC legislation.
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In other words, the original DISC legislation was a compromise
between the Senate and the House and the Administration at that
time, in 1971. It came out no incremental at that time which was
suggested by the House, I think, or somebody, with a 50-50 split,
half the export income would be tax-deferred.

Now the ideal way to assist small companies would be to make
a 100-percent loaf instead of a 50-percent loaf, through the tax
system. '

You know, there is no guarantee the tax system is the best way,
the only way. I happen to think it probably does work well to insent
imports. You give them a 100-percent DISC and I think you would
find a great incentive for exports that doesn’t exist now. )

When you take the 1976 legislation, impacted on top of the origi-
nal legislation with an incremental rule, that to mind really takes
the whole DISC benefit away from the large companies to a large
extent, and puts it back on new exporters, small exporters, people
just getting into the field for the first time or building up their
export business.

Because the incremental rules phase-iri for an 8-year period. I am
not in favor of the incremental rules personally.

First of all, it is not worth the effort, it 1s too complicated. But
there are other possibilities in the tax law, if you want to emulate
the Japanese, to provide for various reserves, reserves for market
losses, reserves for currency changes. :

But my own feeling is this runs anathema to the basic U.S. tax
philosophy of not recognizing deductions until all events have
occurred, and the deduction or expense has been accrued and spent.
But nonetheless, consideration could well be given to the possibility
of various types of reserves to enable perhaps newer companies,
smaller companies, to at least embark upon export activities for the
first time.

So I think there is probably a lot of things that could be done,
maybe we should take some lessons from our trading partners to
some extent, as they do from us. They pick up some of our bad
things unfortunately.

Mr. Russerrn. Do any of you other gentlemen have thoughts on
the incentives that might be targeted for smaller businesses to get
into the exporting business that you haven’t covered ?

[No response]

Mr. RusseLr. Well, thank you very much. I think we have covered
it. If you have additional thoughts for the record, the committee
would like to receive them.

[ Thereupon, at 1:15 p.m. the hearing was concluded.]

[Additional material received for the record follows:]
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Corporate Headquarters
P.O. Box 1057R
Morristown, New Jersey 07960 March 31, 1978

The Honorable Adlai E. Stevenson, III

Chairman, Subcommittee on
International Finance

Senate Banking, Housing and Urban
Affairs Committee

Washington, DC 20510

Dear Mr. Chairman:

Allied Chemical Corporation strongly supports Congressional
inquiries into the effectiveness of export performance and pol-
icies. One of the foremost factors changing the economic struc-
ture and relationships in the international chemical industry is
the increased involvement by governments of other nations in the
ownership and operation of these businesses. Such intervention
can place the U.S. industry in a position where it is unable to
effectively compete. We would like to illustrate three general
types of anti-competitive foreign government subsidy present in
international trade today.

Unfair Pricing

First, the impact of outright government operation of a national-
ized chemical company is exemplified by examining the petrochemical
industry in Venezuela: the Instituto Venezolano de Petroquimica
(IVP). IVP is the publicly-owned petrochemical organization re-
sponsible for conversion of natural gas into chemical derivatives,
ranging from fertilizers and plas